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Articles and Authors 


The Soviet Oil Offensive, by Harold Lubell. 


Recent moves by the U.S.S.R. to expand petroleum exports have led to consid- 
erable concern in the West over Soviet use of petroleum for political and economic 
penetration of non-Soviet areas. This article examines the U.S.S.R.’s future poten- 
tial for exporting oil and cites several examples in describing Soviet techniques of 
penetration. In weighing the implications for the West, it is pointed out that oil 
consumers in Western Europe and in the underdeveloped countries stand to benefit 
from continued Soviet exports, at the expense of non-Soviet oil producers. However, 
growing reliance on Soviet oil increases the vulnerability of non-Soviet consumers to 
political interruptions in the flow of oil, although the extent of this increase depends 
on which of the non-Soviet producing areas are displaced. If the West chooses to 
enjoy the benefits of cheaper Soviet oil, it should take steps to ensure continuity of 
supply from politically more reliable sources. 

Mr. Lubell is a Middle East specialist in the Economics Department of the RAND 
Corporation. He was formerly director of research, Falk Project for Economic Research in 
Israel, and an economist with the Mutual Security Agency and the United Nations Eco- 


nomic Commission for Europe. Among his publications is The National Expenditure of 
Israel 1950-1954. 


European Consumers in a Changing Environment, by J. Frederic Dewhurst. 


The European economy has grown at an unprecedented rate since the end of 
World War II — half again as rapidly as the American economy. The European 
boom has been based on heavy productive investment by government and industry, 
on the acceptance of government responsibility for the welfare and security of the 
individual, and on a consequent expansion of consumer demand, chiefly for auto- 
mobiles and household durable goods. In many ways, what has been happening in 
Western Europe since World War II resembles what happened in the United States 
after World War I. 

Mr. Dewhurst is research director of the Twentieth Century Fund’s Survey of Europe’s 
Needs and Resources. The present article is adapted from a paper given at the 1961 Uni- 
versity of Illinois Marketing Symposium, the proceedings of which will be published shortly. 
It draws on material contained in Europe’s Needs and Resources, by Mr. Dewhurst and 
others, recently published by the Twentieth Century Fund. Mr. Dewhurst is also author of 
America’s Needs and Resources (with others) and Does Distribution Cost Too Much? (with 
P. W. Stewart). 














Assessing Union-Management Relationships, by Milton Derber, W. E. Chalmers, 
and Milton T. Edelman. 


How good are labor relations in Plant X or Industry Y? Is Company A doing 
better than Company B in its union relations? This article approaches the subject of 
assessing union-management relations along two interrelated lines. One involves a 
consideration of the criteria to be used and is based on an appraisal of the limitations 
of the literature. The other is an attempt, on the basis of selected criteria, to set 
forth a method for measuring and comparing different relationships at the estab- 
lishment level. The discussion covers the use of 17 tests for evaluating collective 
bargaining relations: six satisfaction scores for each of the two parties and an 
additional five which are related to societal criteria. The analysis of the data under- 
lines the usefulness of multiple criteria. In some areas, management and union 
evaluations tended to agree, in others to diverge sharply. Most, but not all, rela- 
tionships came close to some societal goals. In a minority of cases, societal, union, 
and management criteria were all well met. The experimental design shows promise 
of wider practical use and of aiding in assessing union-management relations. 

Mr. Derber is professor of labor and industrial relations, Institute of Labor and Indus- 
trial Relations, University of Illinois. He was formerly an economist with the Bureau of 
Labor Statistics, the Office of Price Administration, and several Presidential fact-finding 
boards; he was also research director for the National War Labor Board. He is the author 
or co-author of several volumes in the labor relations field. Other areas of specialization 
are labor history, collective bargaining, and evaluations of union-management relations. 

Mr. Chalmers is professor of economics at the Institute of Labor and Industrial Rela- 
tions, University of Illinois. He was formerly an economist with the United States Depart- 
ment of Labor; liaison officer to the International Labor Organization; chairman of the 
War Shipping Panel, National War Labor Board; and public member of the Review and 
Appeals Commission, Wage Stabilization Board. He has written extensively on labor 
topics; he and Mr. Derber are the authors of Labor-Management Relations in Illini City. 

Mr. Edelman is associate professor of economics, Southern Illinois University. He was 
formerly a branch chief of the Case Analysis Division, Ninth Regional Wage Stabilization 
Board. He cooperated with Professors Derber, Chalmers, and Stagner in writing The Local 
Union-Management Relationship and has also done work in the fields of comparative labor 
movements, arbitration, and labor legislation. 


A Critique of Long-Range Forecasting, by V Lewis Bassie. 

Long-range forecasters have shown that our potential rate of growth is faster 
than in the past. However, they usually ignore the question of adequacy of demand, 
and forecasts lacking this essential ingredient fail to carry conviction. This is brought 
out in a review of causal factors, which shows that neither population increase nor 
rising productivity will automatically generate the conditions for full utilization of 
resources. High rates of investment are necessary but not assured because the rela- 
tionship of investment to over-all production is indirect, via capital stocks. Over-all 
economic models embodying such relationships are necessary for producing valid 
forecasts. Rates of growth indicated by such models may not be fully up to poten- 
tials but they nonetheless provide an adequate basis for practical planning. 


Mr. Bassie is professor of economics and director of the Bureau of Economic and 
Business Research, University of Illinois. He is currently on sabbatical leave studying gov- 
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ernment subsidies in the industrially developed countries of Western Europe. He was 
formerly an economist with various government agencies in Washington, including the 
Federal Reserve Board, the War Production Board, and the Foreign Economic Administra- 
tion. He also served as Assistant to the Secretary of Commerce. He has written extensively 
in the fields of national economic accounts and economic forecasting; his most recent volume 
is Economic Forecasting. 


The American Approach to Foreign Aid and the Thesis of Low Absorptive 
Capacity, by Sayre P. Schatz. 

American foreign aid programs for underdeveloped countries have aimed at 
promoting private enterprise economies. This narrowness of perspective has cur- 
tailed the utility of the programs, and they have consequently had to be broadened. 
This thesis is supported by an examination of the Point Four concept, the Export- 
Import Bank, the Development Loan Fund, and American support of the Interna- 
tional Bank, the International Development Association, and the International 
Finance Corporation. Despite the liberalization of the aid programs, their usefulness 
is still restricted by reliance on the low absorptive capacity doctrine. This doctrine, 
which in the directly productive sector of the economy equates social benefit with 
private profitability, is seriously inadequate in less-developed countries, where eco- 
nomic development is accompanied by profound social change. The discussion is 
supported by reference to Nigerian conditions. 

Mr. Schatz is an associate professor at Hofstra College and is currently on leave to 
serve as an associate research fellow at the Nigerian Institute of Social and Economic 
Research, University College, Ibadan, Nigeria. He is a former member of the faculties 
of the New School for Social Research, Lincoln University, and Wayne University. He is 


the author of several articles on the economics of underdeveloped countries and has also 
done research on the economics of disarmament. 


Federal Taxation of Deposit-Type Financial Institutions, by Edward W. Reed. 


There has been in recent years a growing concern over the preferential federal 
taxation of some deposit-type financial institutions both from the standpoint of tax 
justice and from the standpoint of the competitive advantages gained from this 
preferential treatment in bidding for savings accounts. This preferential tax treat- 
ment has been defended on various grounds which merit a close investigation and 
analysis. The need for additional funds has in part prompted the Treasury Depart- 
ment to recommend to Congress that heavier taxation be imposed. Although more 
equitable taxation of deposit-type financial institutions poses some problems, the 
author concludes that this should be the approach to a very knotty problem. 


Mr. Reed is professor of finance and head of the Department of Finance and Business 
Economics, University of Oregon. He is a former member of the faculties of the University 
of Louisville and the University of Arkansas. His main areas of research and writing are 
public finance and consumer finances; one of his recent works is Consumer Financing Costs 
and Practices. ; 


Psychology and the Business Sciences, by James F. Engel. 


Today much attention is being directed toward the role of the behavioral sciences, 
especially social psychology, in enriching the theory and practice of business admin- 


5 











istration. While methodological contributions are well known, much confusion exists 
concerning how and why applications of social psychology can achieve beneficial 
results on the conceptual level. To clarify this important issue, the author assesses 
the manner in which the psychologist approaches behavioral problems, the nature 
of his findings, and the uses to which these findings may be put. To illustrate 
these points, the author has applied the Theory of Cognitive Dissonance to consumer 
motivation and advertising. Concluding paragraphs offer suggestions to guide the 
interested reader in the assessment and use of the concepts and theories of social 
psychology. 

Mr. Engel is assistant professor of marketing at the University of Michigan. He was 
formerly a Ford Foundation fellow and an instructor in marketing at the University of 
Illinois. He has written several articles in the area of psychological analysis of consumer 
behavior and is currently engaged in research on advertising psychology. 








The Soviet Oil Offensive’ 


Harold Lubell 


The recent expansion of petroleum ex- 
ports by the U.S.S.R. has created great 
consternation in some quarters of the 
non-Soviet world and considerable satis- 
faction in others. Oil producers have 
watched the growth of Soviet competition 
with dismay, while policy-makers in the 
governments of some of the NATO coun- 
tries are concerned with the security im- 
plications of increased “dependence” of 
non-Soviet consuming countries on Soviet 
oil and with the political impact of Soviet 
economic penetration in these countries. 
However, consumers benefiting from lower 
prices for oil are able to look on Soviet 
competition with some enthusiasm. For 
the United States, concerned with both 
the political and economic impact of 
Soviet. economic competition, the Soviet 
oil offensive is clearly a matter for con- 
cern. 

This paper briefly discusses the future 
prospects for increased Soviet oil exports 
and then cites several examples in ex- 
amining in some detail the aims and tech- 
niques of the U.S.S.R. in penetrating 
non-Soviet oil markets. It concludes with 
a discussion of some of the implications 
for the West of the Soviet oil export drive. 





*I am indebted to Oleg Hoeffding and 
Charles Wolf, Jr., of the RAND Corporation, 
for a number of suggestions in writing this 


Paper. 


FUTURE OIL EXPORT POTENTIAL OF THE U.S.S.R. 


The decade of the 1950’s saw both a 
rapid rise in total petroleum output of the 
U.S.S.R., from 38 million T/year (0.8 
million bbls/day)? in 1950 to 130 million 
T/year (2.6 million bbls/day) in 1959, 
and a large increase in the proportion of 
total oil output exported, from 3 percent 
in 1950 to 20 percent in 1959. Despite the 
rapid rate of increase, however, the total 
volume of exports was still small, and its 
ratio to total production was well below 
the 28 percent reached in 1932, the peak 
year for Soviet oil exports in the interwar 
period. In 1960, Soviet exports reached 
34 million T/year (0.7 million bbls/day) 
or 23 percent of 1960’s output of 148 mil- 
lion T/year (3.0 million bbls/day). The 
Soviet export drive became alarming in 
1960 not so much because of the current 
magnitude of shipments, which reached 
only about 8 percent of the more than 400 
million T/year (8.0 million bbls/day) 
moving in the world’s inter-regional oil 
trade,® but because it became evident that 
the Russians would be able to continue to 
increase exports at a high rate. Not only 





* The conversion factor from T/year (metric 
tons per year) to bbls/day (barrels per day) is 
T/year X 0.02 = bbls/day or bbls/day X 50 = 
T/year. 

* Petroleum Press Service, September, 1961, 
p. 350. 
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did it begin to look as if the U.S.S.R. 
would be able to make increasing volumes 
of oil available for export, experience be- 
gan accumulating to show that the Rus- 
sians could find customers for sizable 
amounts of their oil. 

The ability of the U.S.S.R. to supply 
oil to the non-Soviet world will depend on 
the volume of oil it can produce and the 
calls on this by consumption in the 
U.S.S.R. itself and in the other countries 
of the Soviet bloc in Eastern Europe and 
the Far East. From all the reports on the 
present situation of the Soviet oil industry, 
the U.S.S.R. is in a position to increase 
production considerably. The U.S.S.R. 
has sufficient proved reserves to increase 
production by stepping up drilling rates, 
with no great increase in aggregate cost 
in terms of devoting scarce resources 
thereto. In the current Seven Year Plan, 
crude oil production (including shale) in 
the U.S.S.R. is expected to increase from 
118 million T/year (2.4 million bbls/day) 
in 1958 to 250 million T/year (5.0 million 
bbls/day) in 1965, and by 1970 it will 
increase to perhaps 410 million T/year 
(8.2 million bbls/day) ,* volumes that pro- 
vide the opportunity both to raise domes- 
tic consumption and to increase exports 
to the Soviet satellites and to the non- 
Soviet world. These figures may be com- 
pared with non-Soviet world oil consump- 
tion of perhaps 1,650 million T/year (33 
million bbls/day) by 1970. 

In dividing the production increases be- 
tween domestic consumption and export 
availabilities, the Soviet planners have 





‘(Halford L. Hoskins and Leon Herman], 
Soviet Oil in the Cold War, a study prepared 
by the Library of Congress at the request of 
the Subcommittee to Investigate the Admin- 
istration of the Internal Security Act and other 
Internal Security Laws of the Committee on 
the Judiciary, U.S. Senate, 87th Cong., Ist 
Sess. (1961), p. 20. 


some flexibility in determining (or per- 
mitting) future levels of consumption, and 
without considerably more knowledge of 
Soviet plans for domestic consumption 
than is available from published sources, 
one can only guess at the volume of oil 
that the U.S.S.R. will be trying to dispose 
of on the world market in the coming 
year An estimate by Leon Herman of 
the Library of Congress® places the total 
Soviet export potential at 50 million T/ 
year (1.0 million bbls/day) in 1965 and 
80 million T/year (1.6 million bbls/day) 
in 1970. By 1970, Western Europe, the 
world’s major consumer of overseas oil, 
may be importing almost 400 million T/ 
year (8 million bbls/day) from all areas. 

In planning for oil exports to the non- 
Soviet world, the U.S.S.R. has to take into 
account the oil requirements of the satel- 
lite countries as a prior claim on its oil 
production. It is fairly certain that East- 
ern Europe’s rising oil requirements will 
be met by the U.S.S.R. A larger unknown 
in the eventual calls on the U.S.S.R.’s oil 
production is the volume of oil that will 
be supplied to China. There is reason to 
suspect considerable reluctance on the 
part of the U.S.S.R. to supply China’s 
requirements directly. Aside from any 
possible intra-bloc political difficulties, re- 
source costs for delivering the oil are high, 
whether the oil moves by rail through 
Siberia or by tanker from the Black Sea, 
and the economic returns to the U.S.S.R. 
can only be small, given China’s balance- 
of-payments problems. The U.S.S.R. 
might try to reduce its obligation to supply 
oil to China by setting up a triangular 
trade arrangement, for example, one with 
Indonesia in which Indonesia pays for 
imports from the U.S.S.R. of goods other 
than oil by shipping oil to China. Soviet 





* Ibid. 


—— 
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exports to all the satellites are estimated 
by Herman at 20 million T/year (0.4 
million bbls/day) in 1965 and 35 million 
T/year (0.7 million bbls/day) in 1970, 
leaving the potential for exports to the 
non-Soviet world at 30 million T/year 
(0.6 million bbls/day) in 1965 and 45 
million T/year (0.9 million bbls/day) in 
1970. 

Apart from the limitations on oil ex- 
ports imposed by the available supply of 
oil for export, several obstacles reduce, 
for the time being, Soviet ability to com- 
pete with the Western oil companies. In 
transportation the U.S.S.R. has first to 
overcome the physical problem of getting 
oil to market from the interior producing 
regions, by building pipelines into central 
Europe and to the Baltic Sea, and by 
building (or acquiring) tankers to carry 
oil to potential overseas markets. In mar- 
keting oil in the non-Soviet world, the 
U.S.S.R. has to overcome the fact that oil 
distribution facilities are owned by the 
Western oil companies, most of the facili- 
ties being in the hands of the major inter- 
national companies and the remainder in 
the hands of independents. In order to 
market its oil, the U.S.S.R., therefore, has 
either to set up its own distribution facili- 
ties, or to acquire existing facilities (pre- 
sumably from independent or “national” 
oil companies), or to get the governments 
of consuming countries to force the inter- 
national oil companies to handle Soviet 
oil. In the present Soviet oil export drive, 
only the latter two methods have been 
used. 


COMPETITION FOR INFLUENCE AND MARKETS 


The expansion of Soviet oil exports has 
come as something of a shock to Western 
sensibilities because the Russians have 
used them to achieve both political and 


’ barrassing 
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economic successes — political by gaining 
influence and economic by acquiring 
markets. 


Competition for Influence 


In the specific case of oil, the quest for 
influence is characterized by an effort to 
displace the Western companies as the 
only source of oil and technical knowledge 
and as the group in control of the mar- 
keting system. Acquisition of influence 
may then be an aid to further market 
penetration, which in turn may be desired 
for itself as well as for the political and 
economic benefits the U.S.S.R. may derive 
from it. Where the market in question 
offers little or no immediate economic 
return, it may hold promise of some in 
the future. 

The U.S.S.R. has been using a variety 
of techniques to displace the Western 
companies, among them the offer of terms 
regarded by potential trading partners as 
more favorable than those of the interna- 
tional oil companies. The most important 
has so far been the offer of lower prices 
than those of the international oil com- 
panies. In addition to cutting prices, 
however, the U.S.S.R. has arranged bi- 
lateral barter agreements that have re- 
lieved potential trading partners of em- 
surpluses they could not 
otherwise dispose of and has also offered 
oil on credit terms the Western oil com- 
panies have been unwilling or unable to 
match. One form of favorable credit ar- 
rangement has been the sale of Soviet oil 
against nonconvertible local currencies 
which are either used by the U.S.S.R. for 
purchases of goods produced by the trad- 
ing partner in fulfillment of a trade agree- 
ment or else blocked. * 

In addition to direct sales of oil, its 
ability to provide the equipment and the 
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techniques for oil exploration and oil re- 
fining has enabled the U.S.S.R. to open 
up new areas of influence. The availabil- 
ity of oil contractor services from a source 
other than the West, particularly if fi- 
nanced by the extension of a Soviet credit, 
provides underdeveloped countries with a 
partial alternative to dependence on 
foreign investment by the Western oil 
companies for the creation or expansion 
of a domestic oil industry. 

In an effort to overcome its disadvan- 
tage with regard to local distribution and 
marketing systems, the U.S.S.R. has tried 
organizing local independent distributors 
into a marketing network (so far with 
little success), as well as enlisting the sup- 
port of government-sponsored national oil 
companies for the purpose. 

Prior to 1960, the most important po- 
litical oil sales were those made to Egypt 
in the context of the U.S.S.R.’s wooing of 
Nasser with military and economic aid. 
The part of oil in the resulting flows of 
Soviet-Egyptian trade was, however, over- 
shadowed by Soviet deliveries of military 
equipment to Egypt and Syria, financed 
by a Soviet credit which is being paid off 
by commodity (primarily cotton) exports 
to the U.S.S.R.° 

In 1960, the two main examples of pure 
troublemaking by the U.S.S.R. were Cuba 
and India, the first one eminently success- 
ful for the U.S.S.R., the second much less 
so. The Soviet motivation of acquiring 
influence through oil was clearest in the 
case of Cuba, and the payoff in terms of 
political difficulties for the United States 
must have exceeded Mikoyan’s fondest 
hopes. Cuba was clearly in no position to 
pay hard currency for the 1.5 million 


*Klaus Billerbeck, Soviet Bloc Foreign Aid 
to Underdeveloped Countries: An Analysis and 
a Prognosis (Hamburg: Archives of World 
Economy, 1960), p. 153. 


metric tons (30,000 bbls/day)* of Russian 
oil that it received in 1960 and it is doubt- 
ful that the U.S.S.R. was really in great 
need of the Cuban sugar it took in ex- 
change. But as an occasion for disturbing 
the United States position in the Western 
Hemisphere, it was too good to let slip. 
With the Cuban government anxious to 
show its hostility to the United States, the 
U.S.S.R. had nothing to lose. By offering 
oil to Cuba, the Russians could raise the 
issue of whether the Western oil com- 
panies would refine and distribute Soviet 
oil, in an environment favorable to the 
Russians. If the oil companies accepted 
having an outsider’s crude “imposed” on 
them, they would have set a seriously un- 
favorable precedent for themselves in 
other countries. If they refused, they ran 
the serious risk of having their properties 
confiscated. Either way the Russians 
would be ahead, unless United States gov- 
ernment intervention forced the Cubans 
to back down. The oil companies, evi- 
dently willing to write off their Cuban 
properties as a dead loss (and perhaps 
counting on the eventual collapse of the 
Castro regime under serious economic 
pressure), refused to process the Russian 
crude oil. The consequent chain of ex- 
propriation, retaliation, and counter- 
retaliation led to an acceleration of the 
Castro revolution, an increase in its vio- 
lence, the abortive anti-Castro invasion, 
and the present unhappy state of Cuban- 
American relations. 

India’s position as a heavy importer of 
both crude oil and refined products put 
her in a favorable bargaining situation in 
the buyer’s market of 1960. India’s major 
“traditional” foreign source of supply has 
been the Persian Gulf (Iran, Kuwait, 
and Saudi Arabia) because of the produc- 


* Petroleum Week, March 10, 1961, p. 68. 








tion and marketing relations of the West- 
ern international oil companies. India’s 
interest is, however, to obtain crude oil 
and refined products at the lowest de- 
livered price. Tied neither by sentiment 
nor by finance to the Middle Eastern pro- 
ducers, India could be indifferent as to 
the geographical origin of its crude and 
products. In the oil dealings that ensued 
in 1960, the Indian government was first 
offered crude oil by the Russians at 10 to 
20 percent below world prices, or about 
$0.25/bbl ($1.66/T) below the delivered 
price in India.* As this was in the frame- 
work of a bilateral Soviet-Indian trade 
agreement, the offer had the additional 
virtue of permitting payment in rupees 
rather than hard currency. The only re- 
fining capacity available for processing 
this crude would have been the refineries 
owned by the international oil companies.® 
When the Indian government proposed to 
the international oil companies that they 
refine the Russian crude, the oil com- 
panies accompanied their refusal with an 
offer to lower the delivered price of Mid- 
die East crude by about $0.27/bbl ($1.80/ 
T) by granting discounts of about 12.5 
percent from the f.o.b. posted price for the 
Persian Gulf.*° The Indian government 
accepted this arrangement and in renego- 
tiating the contents of the Russian offer 
obtained refined products instead of crude 
oil from the Black Sea in exchange for 
rupees, apparently at about a 20 percent 
discount from f.o.b. posted prices.*? The 
volume of refined products involved in 





* World Petroleum Report 1960, February 15, 
1961, p. 54. 

*At the present time, the U.S.S.R. and 
Romania are each building a refinery for the 
Indians (World Petroleum, September, 1960, 
p. 134). 

* Information obtained from Paul Frankel of 
Petroleum Economics Ltd., London. 

"World Petroleum, September, 1960, p. 52. 
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the renegotiated trade agreement was 
about 375,000 T/year (for four years), or 
about one-third the level of India’s re- 
fined product imports in 1958.'* More re- 
cently the total volume of agreed product 
imports was raised from 1.5 million metric 
tons over four years to 2.5 million metric 
tons, with the annual rate of deliveries 
rising from 0.3 million metric tons in 1961 
to 1.0 million metric tons in 1964.** The 
reduction in the cost of oil that India 
achieved by this chain of bargaining may 
be estimated at something close to $14 
million for 1961, a saving of some 10 per- 
cent on the total c.i.f. import bill. 

The Indian negotiations with the Rus- 
sians and the agreement by the oil com- 
panies to supply oil to India at discounts 
of some 12.5 percent were followed by a 
6 to 7 percent reduction in posted prices 
in the Persian Gulf (in August, 1960), as 
the oil companies attempted to pass on 
to the governments of the producer coun- 
tries the reduction in receipts resulting 
from de facto discounts from prices as 
posted. This action raised a new crop of 
discontent with the international oil com- 
panies, primarily on the part of the Mid- 
dle East producers who set up the OPEC 
(Organization of Petroleum Exporting 
Countries) as a consequence, but also on 
the part of India and several other con- 
sumers (including Pakistan and Ceylon) 
who claimed that they were being cheated 
of their discounts now that posted prices 
were lowered. 


Competition for Markets 


The other aspect of the Soviet oil ex- 
port drive, the aspect that is particularly 
painful to the Western oil companies, is 





* United Nations, World Energy Supplies 
1955-1958 (New York: 1960), p. 78. 

™ Petroleum Press Service, December, 1960, 
p. 460. 
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that the Russians are succeeding in snatch- 
ing profitable markets away from their 
competitors. 

The primary aim of the U.S.S.R. in 
expanding exports to the economically ad- 
vanced countries of the world is probably 
to obtain the gains from trade that result 
from exchanging a commodity that is 
relatively cheap to produce at home for 
others that are relatively dear to produce 
at home, either because the raw materials 
are not available or because the techniques 
of production are better elsewhere or be- 
cause the investment cost of establishing 
production capacity at home is higher 
than desirable. In trading with Western 
Europe and Japan, the U.S.S.R. is mainly 
after industrial goods that it cannot pro- 
duce in sufficient quantity at home or as 
cheaply as they can be bought abroad. 
Recently, the U.S.S.R. has been particu- 
larly anxious to obtain goods — such as 
tankers and steel pipe for pipelines — that 
can be used to get more oil to foreign 
markets in the future. In paying for these 
goods, the U.S.S.R. is hard put to find 
goods acceptable to the industrialized 
countries, so that producing oil for export 
is one of the more efficient ways of obtain- 
ing industrial goods from the non-Soviet 
world, since oil has the virtue that it is 
relatively inexpensive for the U.S.S.R. to 
produce, can be handled in bulk, and faces 
a steadily rising demand. Also, not least, 
the market is “standardized.” 

Another aim of the competition for 
markets is to gain access to new sources 
of supply, or perhaps to pre-empt existing 
sources of supply, particularly of raw 
materials. Soviet trade and credit agree- 
ments that tie up a considerable portion 
of the future commodity output of the 
underdeveloped trading partner certainly 
have this feature to them. 

A weaker, but still significant, motive 





might be the desire to open up broadened 
trade relations in the future, either be- 
cause the trading partner might be part 
of a wider trading and producing area, or 
because it produces a commodity that the 
U.S.S.R. will need as its living standards 
rise. 

Some of the techniques used in the 
competition for markets are the same as 
in the competition for influence. Price- 
cutting and the use of barter agreements 
to relieve the trading partner of an other- 
wise unsalable commodity fall into this 
category. (Where both are involved in 
the same transaction, but accounting 
prices are not announced, it is unfortu- 
nately difficult or impossible to determine 
the actual extent of price-cutting.) Never- 
theless, the difference of economic status 
of the trading partners in the two sets of 
competitions leads to some differences in 
approach. With the industrialized coun- 
tries, most of whom today enjoy convert- 
ible or nearly convertible currencies, the 
Soviet technique of accepting a soft local 
currency as a means of extending credit is 
not likely to be effective. On the other 
hand, the existence of a large number of 
eager and capable traders in the devel- 
oped economies who are willing and able 
to compete with the major oil companies, 
and of governments in a position to apply 
effective pressure on the oil companies, 
makes it possible to get Soviet oil mar- 
keted locally without a crisis as in Cuba 
or a near-crisis as in India. 

Western Europe has been the major 
non-Soviet market for Russian oil, and as 
the world’s heaviest oil-deficit region it 
will continue to be the main target for 
all the oil exporters except, perhaps, Indo- 
nesia. Through 1959, oil shipments from 
the Black Sea to France, West Germany, 
and Italy were part of the broader bi- 
lateral trade agreements within which 





trade between Western Europe and the 
Soviet bloc has been carried on. In this 
trade, the goods shipped from the West 
included a large variety of manufactures, 
weighted fairly heavily with engineering 
goods.** 

The Soviet-Italian agreement of 1960 
to exchange Soviet oil for Italian steel 
pipe, pipeline equipment, and synthetic 
rubber was the first clearly labeled as a 
more or less direct barter agreement. The 
volumes involved were 12 million metric 
tons of oil to be shipped by the U.S.S.R. 
over the four-year period 1961-64, against 
240,000 metric tons of steel tubing, an un- 
stated amount of pipeline equipment, and 
50,000 metric tons of synthetic rubber to 
be shipped by Italy.* In May, 1961, the 
U.S.S.R. and Italy signed a new contract 
under which the U.S.S.R. would supply 
an additional 0.8 million metric tons of 
crude oil and would obtain two chemical 
plants.*® 

Japan’s first imports of small quantities 
of Black Sea oil were made in 1958. In 
the trade negotiations of 1960 and 1961, 
the agreements have also given the ap- 
pearance of bilateral barter arrangements, 
with the U.S.S.R. purchasing tankers and 
paying for them with crude oil.’ The 
placing of Soviet orders for tankers has 
had something of the character of reliev- 
ing the Japanese of a surplus: not only 
do the Japanese shipyards have consider- 
able excess capacity as a result of the 
present tanker surplus in the non-Soviet 
world market, they have suffered cancel- 





“Economic Commission for Europe, Eco- 
nomic Bulletin for Europe, Vol. 12, No. 2 
(1960), p. 34. 

* Oil and Gas Journal, November 28, 1960, 
p. 37; Petroleum Press Service, November, 
1960, p. 418. 

* Ekonomicheskaia gazeta, May 27, 1961. 

* Oil and Gas Journal, February 13, 1961, 
p. 68. 
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lation of orders placed during the post- 
Suez tanker boom. As a result the 
U.S.R.R. has, in addition to placing new 
orders, been able to pick up orders can- 
celled by Western (in this case, Greek) 
tanker operators** and has also been nego- 
tiating with the Japanese for large- 
diameter pipe for construction of a pipe- 
line from Irkutsk to the Pacific. 

By making government-to-government 
bulk agreements, the Russians have so far 
left it to the purchasing governments of 
Western Europe to introduce Soviet oil 
into the marketing system. In Denmark, 
where for some years the government re- 
fused to accept Russian oil unless the Rus- 
sians established their own distribution 
system, the international oil companies 
have been obliged to handle Soviet oil 
since 1958.%° France has been able to 
handle Soviet oil without disturbing exist- 
ing marketing arrangements because the 
oil companies operate under tight govern- 
ment regulation in any event, and there 
is a nationalized oil company (CFP, the 
Companie Frangaise des Pétroles) with a 
distribution system of its own that can 
dispose of Russian or Saharan or Iraqi 
crude as it sees fit. In Italy also, the 
national oil company (ENI, the Ente 
Nazionale Idrocarburi) , operating in com- 
petition with the international oil com- 
panies, has introduced Soviet oil into the 
Italian (and thence the European) mar- 
ket. In West Germany, which prides itself 
on a free market in energy products (al- 
though it makes some exceptions, such as 
placing restrictions on the import of 
United States coal), Soviet oil has been 
handled by independent oil brokers, many 
of whom operated originally in the mar- 
keting of coal. 





* Petroleum Press Service, January, 1961, p. 
21. 
* Ibid., February, 1959, p. 68. 
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IMPLICATIONS FOR THE NON-SOVIET WORLD 


The West as Consumer Versus 
the West as Producer 

Despite the peripheral activities of the 
Russians, as suppliers of oil equipment, 
technical services, and countervailing po- 
litical power, the main reason for their 
success in promoting exports of their oil 
is that they are willing to sell it at prices 
competitive with those set by the inter- 
national oil companies. 

From the point of view of the oil con- 
sumers of the non-Soviet world, particu- 
larly of those countries that are not self- 
sufficient in oil, Russian crude oil is as 
beneficial as oil from Libya or from any 
other source that lowers the cost of the 
aggregate volume of imported oil. For 
India and Ceylon, for example, improve- 
ment in their terms of trade as a result of 
active price competition among oil sup- 
pliers would result in considerable savings 
of both foreign exchange and of real re- 
sources. Western Europe, though a net 
importer of oil, is divided into oil haves 
and oil have-nots. Until the opening of 
the Sahara fields, control of the supply of 
oil was held largely by the British (and 
Dutch) and the Americans. For the 
United Kingdom and the Netherlands, 
therefore, the gains from lower oil prices 
would in part be offset (in the aggregate 
although not for particular groups) by a 
decline in profits on the activities of the 
oil companies abroad. For the Italians, 
Germans, Scandinavians, and until re- 
cently the French, any reduction in the 
cost of oil would improve their position as 
consumers. In the case of West Germany, 
whose coal industry suffers from the com- 
petition of cheap oil, the benefits of con- 
suming cheap oil would be partly offset 
by the effects of a decline in the output 
of coal. Italy and Scandinavia, being 


heavy importers of fossil fuels, could only 
gain. 

The oil producers — both the oil com- 
panies and the producing countries — 
obviously have much to lose from Soviet 
competition: some of their profits, some 
of their markets, and their controlling po- 
sition in world oil. Unless the price elas- 
ticity of demand for oil is greater than 
unity, any price declines instituted to meet 
Soviet competition mean a reduction in 
aggregate profits. And if oil prices are not 
reduced in the face of competitive Soviet 
offers, consumers are likely to take increas- 
ing volumes of Soviet oil. 


Soviet Exports and the West's Security 
of Supply 

The growing volume of Soviet oil ship- 
ments to the non-Soviet world, like those 
of other new entrants into the world oil 
export picture, will of necessity displace 
part of the expected increases in produc- 
tion and shipments by some of the already 
established oil producers of the West. 
Growing reliance on the Soviet bloc for 
such a strategic commodity as oil opens 
non-Soviet consumers to the danger that 
the flow of oil to them can be cut at the 
whim of the U.S.S.R., as illustrated by the 
interruption of contracted Russian oil 
shipments to Israel at the time of the 
Sinai invasion in 1956. However, the ex- 
tent of this danger to oil consumers of the 
non-Soviet world can easily be exag- 
gerated. 

Even without the re-entry of Russian 
oil into the world market, much of the 
non-Soviet world’s oil has become strate- 
gically undependable owing to the weak- 
ening or destruction of the British, French, 
and American positions in the Middle 
East since the end of World War II, so 
that even outside the Soviet bloc, oil pro- 
ducers are already of varying degrees of 
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unreliability. A case can be made”? for 
the proposition that reliance on the Mid- 
dle East, which produced 29 percent of 
the non-Soviet world’s oil?* and supplied 
80 percent”? of Western Europe’s oil con- 
sumption in 1959, is itself dangerous and 
ought to be reduced. One factor that re- 
duces the West’s dependence on the Mid- 
dle East oil producers is the existence of 
alternative (and preferably cheap) sources 
of oil supply. The emergence of the 
U.S.S.R. as a major oil exporter estab- 
lishes an additional source of low-cost oil 
to the gamut available to Western con- 
sumers, although it is an even more unre- 
liable source than the Middle East itself. 

The vulnerability issue really boils down 
to the question, Whose shipments will be 
displaced by increased Soviet oil exports? 
If it is Middle East oil that is displaced 
the net loss in reliability of supply may not 
be great, since the flow of Middle East oil 
to Western Europe is subject to the haz- 
ards of both political antipathy and acci- 
dental disturbances. If our concern is with 
a shutdown of the flow of Soviet oil, the 
relevant consideration is that shut-in ca- 
pacity in the Middle East itself is likely to 
remain (or can easily be kept) at a level 
high enough to replace Soviet shipments 
to the non-Soviet world in the event the 
U.S.S.R. carried out an embargo of ship- 
ments in a political crisis, even if it is 
current Middle East production that is 
displaced by Soviet oil exports. If our 
concern is with a shutdown of the flow of 
Middle East oil, there is at least a possi- 
bility that the U.S.S.R. might choose to 





*See H. Lubell, “Security of Supply and 
Energy Policy in Western Europe,” World 
Politics, April, 1961, pp. 400 ff. 

“U.S. Bureau of Mines, World Petroleum 
Statistics 1959 (Washington: July 25, 1960), 
Table 1. 

™ Petroleum Press Service, March, 1961, p. 
88; April, 1961, p. 134. 
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profit from a shutdown of Middle East oil 
by raising its own prices or by increasing 
its own sales. 

The only reduction in availability that 
might result could come about as a conse- 
quence of a reduction in the number of 
tankers in the hands of the West, either 
because the Soviet bloc acquired its own 
tanker fleet to carry Soviet oil exports 
(thereby reducing the number of Western- 
owned tankers in current operation), or 
because Soviet oil entered Europe primar- 
ily by pipeline from the Ural-Volga fields, 
thereby reducing the over-all current use 
of tankers and the eventual size of the 
world (and Western-owned) tanker fleet. 
In this case, strategic vulnerability could 
be reduced by maintaining a_ reserve 
tanker fleet, the cost of which it might be 
wise for the consumer-beneficiaries of 
lower cost Soviet oil (such as Italy and 
West Germany) to bear. 

Displacement of Venezuelan or other 
Western Hemisphere oil production by 
Soviet oil shipments would cause a more 
serious loss of reliability and availability 
than displacement of Middle East produc- 
tion, for two reasons. The first is that the 
Western Hemisphere producers are still 
politically more stable and dependable 
than the Middle East (or, from the West- 
ern point of view, the Soviet bloc). The 
second is that although shut-in capacity 
in the Middle East can be kept at ex- 
tremely high levels at low cost (because 
of the great productivity of the Persian 
Gulf wells) even if markets are lost to the 
U.S.S.R., Western Hemisphere shut-in ca- 
pacity is much more closely linked to the 
volume of relatively high cost current pro- 
duction. If the latter declines (or fails to 
rise), a concomitant loss of shut-in ca- 
pacity will result. A reduction in the 
strategic vulnerability of Western Europe 
to a shutdown of the flow of imported oil, 
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whether from the Middle East or from the 
U.S.S.R., requires the maintenance of ca- 
pacity in more reliable areas than either, 
and particularly in the Western Hemi- 
sphere. 


Limitations on the Soviet Export Drive 


Although politically the Soviet oil ex- 
port drive has so far produced only gains 
for the U.S.S.R., these gains have been 
registered in the oil-consuming countries. 
As Russian pressure to sell oil mounts, it is 
likely to generate negative reactions in the 
oil-producing countries of the underdevel- 
oped world. Cuba’s purchases from the 
U.S.S.R. supplant sales by Venezuela. 
India’s purchases from the U.S.S.R. dis- 
place sales by the Middle East — particu- 
larly by Iran, but by the Arab producers 
as well. Egypt’s receipts of Soviet oil dis- 
place Arab oil. As the competition be- 
comes keener, so will resentment against 
Russian aggressiveness. This may not 
bother the Russians at the present time 
since the governments of oil-producing 
countries (such as Iran, Venezuela, Saudi 
Arabia, Kuwait, and even Iraq) are 
wholeheartedly or halfheartedly anti- 
Soviet anyhow. The Soviet role as a com- 
peting oil seller should make future Rus- 
sian blandishments less acceptable than 
they might otherwise be. 

There is a limitation on the U.S.S.R.’s 
oil export opportunities that will make it- 
self felt only after a time, as the maneuver- 
ability of the Russians in making new oil 
deals tends to diminish with increases in 
their sales to the non-Soviet world. As a 
larger volume of their total oil supply is 
committed under contract for agreed 
lengths of time, the U.S.S.R. may have 
less additional oil to play with in making 
new deals. Furthermore, Soviet ability to 
cut prices in specific deals is, at present, 
due in part to the fact that they do not yet 
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stand to lose by induced revisions in other 
arrangements already in existence. This 
ability may diminish as they accumulate a 
stock of existing contracts with customers 
who would complain unless their own con- 
tracts were revised to accord with new 
ones being made. With their own previous 
contracts as the reference point for new 
bargaining, the possibility of loss of some 
of the profits on existing contracts may 
well impose on the Soviet export agency © 
the same kind of restraint that it forces on 
the Western oil companies. 


What Can the West Do About Soviet Oil? 


The non-Soviet world can react to the 
threat of Russian oil, if it is felt to be a 
threat, either in its role as producer or in 
its role as consumer. The obstacle to con- 
sistent and effective action is that there 
are numerous conflicts within the West: 
among producers, between producers and 
consumers, and among consumers. 

The effectiveness of any outsider in cut- 
ting prices for oil in the world market 
arises from the fact that prices scheduled 
by the insiders are high enough to keep 
producers in the Caribbean (and the 
United States Gulf) operating profitably. 
This level of prices leaves a great spread 
between production costs and posted prices 
in more efficient producing areas such as 
the Middle East, or particularly prolific 
zones such as Maracaibo, or the newer 
fields of the U.S.S.R. The spread is wide 
enough to tempt outsiders with efficient 
producing sources to cut prices; but it 
also means that any price reduction of- 
fered by an outsider (in our case, the 
Russians) can be met by the insiders if 
they are willing to cut into their unit 
profit on Middle East (and other) oil. 

Meeting the price competition of out- 
siders raises a number of difficulties for 
the established oil producers of the non- 








Soviet world. The first is that in oil, where 
marginal costs of producing from existing 
wells under free flow can be almost zero, 
vigorous price competition can easily lead 
to disastrous price wars — as it did in the 
market struggle between Shell and Stand- 
ard Oil in the early days of the oil indus- 
try. This might lead to the dismantling 
of the already shaky structure of the 
world’s oil market, an occurrence the pro- 
ducers of the West (and probably the 
U.S.S.R. as well) have a great incentive 
to avoid. 

A second difficulty is that it is not so 
much the producing areas of the Middle 
East that stand to lose their markets to 
Soviet competition as it is the higher cost 
areas such as the Caribbean, which is al- 
ready in trouble because of the opening 
up of new sources of oil in North Africa 
and the increase in shut-in capacity in the 
Persian Gulf. To the extent that the oil 
companies are concerned with their cor- 
porate interests in the Caribbean as well 
as in the Middle East — and the West has 
strategic interests in the stability and 
growth of the Caribbean producing coun- 
tries — a chain of price-cutting that ended 
by knocking out Venezuelan production 
would be highly undesirable. 

A third difficulty is that the oil pro- 
ducers now include two sets of powerful 
and articulate vested interests: the oil 
companies themselves and the royalty- 
receiving governments of the countries 
where oil is produced. So long as profits 
on oil production are shared by the oil 
companies and the producer governments 
according to fixed proportions, any price 
cuts instituted by the oil companies in 
meeting outside competition will be re- 
flected in a decline in government receipts 
per unit of oil sold. With government 
budgets predicated on increasing sales of 
oil at (at worst) fixed prices per unit of 
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oil sold, price cuts appear as a national 
disaster to producer governments and raise 
havoc with relations between them and the 
oil companies. There remains the possi- 
bility of the oil companies’ absorbing more 
than a proportionate share of price cuts. 
This is painful enough when it occurs, as 
at the present time, as a result of sales of 
oil at discounts from the posted prices 
that are the basis for calculation of royalty 
payments. To formalize it by changing 
the contractual proportions for dividing 
profits (still 50-50 in most dealings of the 
international oil companies**) would be 
fought tooth and nail by the oil companies. 

As the major net consuming market of 
the non-Soviet world, Western Europe 
could, if it wanted to, keep out Soviet oil. 
But Western Europe is not a unified and 
protected market like the U.S.S.R. or, for 
oil, the United States. In Western Europe, 
a relatively free market, with competing 
suppliers, competing consumers, and old 
conflicts of political and economic interest, 
does exist. Since France has become a 
producer of overseas oil in its own right, 
it has lost some of its old resentment of 
British and American control of Middle 
East and Western Hemisphere oil supplies. 
Germany and Italy are, however, still on 
the outside, and Italy especially is not 
averse to needling the international oil 
companies who, among many other sins, 
have discovered and are producing oil in 
Italy’s former colony, Libya. Italy now 
has concessions in the Persian Gulf (in 
Iran), but until ENI becomes a major 
overseas producer on its own, there is 
every likelihood that its director, Mattei, 
will continue to flirt with the Russians in 





* Except in Venezuela where a unilateral 
change in the tax law by the government at 
the end of 1958 increased the government's 
share — and led to a drastic decline in oil com- 
pany activity in the country. 








order to irritate the international oil com- 
panies. Italy, still on the outside as a po- 
tential supplier, is happy to use its position 
as a consumer to disrupt the control exer- 
cised by the insiders. 

The threat posed by the entrv of Soviet 
oil into Western Europe is thus an effec- 
tive one because Western Europe’ s oil 
market is hampered by its own institu- 
tional framework. On the one hand, the 
international oil companies have to guard 
their established interests as producers in 
many places around the world, but no 
longer have sufficient control of the mar- 
ket to manipulate prices at will. On the 
other hand, there is a sharp conflict of 
special interests in Western Europe itself 
preventing the establishment of a common 
policy to freeze out the Russians, partic- 
ularly as a consequence of the status of the 
Germans and Italians as oil have-nots. 

Japan, at the other end of Eurasia, is in 
a position similar to Italy’s, with its own 
concession in the Persian Gulf (offshore 
from the neutral zone between Kuwait 
and Saudi Arabia) but still a heavy im- 
porter of oil through the marketing chan- 
nels of the international oil companies. 
The Japanese do not go out of their way 
to antagonize the latter,** but are willing 
to buy their oil where they can get it 
cheapest. 

An effective attempt to keep Soviet oil 
out of the established markets in the in- 
dustrialized regions of the West would 
have to combine protection with conces- 
sions to the oil have-nots in the form of 
special price reductions or a greater shar- 
ing of control of (and profits from) over- 





“The Japanese government has so far re- 
fused to give the Japanese company operating 
in the Persian Gulf preferential treatment in 
the Japanese market. (Petroleum Press Service, 
May, 1961, p. 184.) 
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seas oil operations — none of which would 
be very palatable to the international oil 
companies. If such an attempt were suc- 
cessful, it might lead the Russians to use 
the oil kept out of Western Europe or 
Japan to intensify competition in the un- 
derdeveloped countries, and there increase 
their political gains as compensation for 
the economic gains that protection of the 
industrialized markets forced them to 
forgo. 

An alternative is, of course, to cut the 
Russians into the market without a fight 
by reconstituting an international oil cartel 
with Russian participation and thus assure 
them of an “adequate” share of the mar- 
ket. Re-establishment of an effective cartel 
would be no easy matter, as the producer 
governments of the Caribbean and the 
Persian Gulf have recently come to realize 
during the discussions accompanying the 
establishment of OPEC. Too many pro- 
ducer interests, both of competing oil com- 
panies and of competing producing re- 
gions with different expected rates of 
growth, have to be satisfied to make the 
prospect of an effective cartel a likely one. 
One would suspect, moreover, that the 
Russians might like to enter a cartel allo- 
cating sales in a well-controlled area like 
Western Europe, but leaye themselves 
freedom of action in the underdeveloped 
areas of the world where they have a 
better chance of gaining influence than in 
Europe. 

If, on balance, the West chooses to relax 
and enjoy the benefits of cheaper oil and 
lower-cost energy whatever the geograph- 
ical source, it will be wise to make certain 
that it can ensure continuity of supply by 
maintaining surplus capacity in producing 
areas more reliable than the U.S.S.R. and 
a reserve tanker fleet large enough to carry 
oil from alternative sources of supply. 








European Consumers in a Changing Environment 


J. Frederic Dewhurst 


The Europe defined in the old-fashioned 
geographies as stretching from the Atlantic 
Ocean east to the Ural Mountains and 
south to the Straits of Bosporus no longer 
possesses any economic or cultural unity — 
if it ever did. Today, the wall that keeps 
the East Europeans inside their concen- 
tration camp, and the West Europeans 
outside, is more solid and formidable than 
ever before. As for the unfortunate Euro- 
peans living on the dark side of the Iron 
Curtain, however, their adjustment to 
their environment is a cruel but simple 
matter: they consume what their masters 
permit them to consume. The European 
consumers with which this paper is con- 
cerned, therefore, include the more than 
300 million people living in the 18 coun- 
tries of Western Europe, extending from 
Greece in the southeast to Iceland in the 
far northwest and from Finland in the 
northeast to Portugal in the southwest. 
These are the non-Communist and free 
countries of Europe, whose economies are 
largely responsive to market forces rather 
than government fiat. 

This Europe, though no larger than 
that part of the United States east of the 
Great Plains, has an economic and cul- 
tural importance out of all proportion to 
its size. With less than 3 percent of the 
world’s land area and 10 percent of its 
population and no longer possessed of 
abundant and varied natural resources, 


the people of this small area today create 
close to 25 percent of world income, pro- 
duce nearly 20 percent of the world’s food 
supply, 30 percent of the steel and almost 
the same proportion of the coal, and ac- 
count for 40 percent of the foreign trade 
of the entire world. No other major re- 
gion depends so much on, and contributes 
so much through, the exchange of goods 
and services with other parts of the world. 

Europe’s cultural influence beyond its 
own borders is even greater. Through 
early colonization and later massive emi- 
gration, these Western Europeans and 
their descendants populated the Western 
Hemisphere and transplanted to our own 
country and to the rest of the New World 
their religious and moral ideology, their 
political institutions, languages, literature, 
art, and science. Nearly all of us are 
Europeans—a few generations back. 
This is the Free Europe which has been 
bound to us throughout our history by ties 
of blood and sentiment, of common an- 
cestry and tradition, and today by a mu- 
tual need for security in the face of a 
common danger. 

How has the economic environment 
within which these 300 million people 
earn their living and live their lives 
changed in the decade and a half since the 
end of World War II and how have they 
responded to these changes? The nature 
and extent of the changing environment 
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can be pictured briefly by comparing the 
position of Europe in 1945 with what it is 
today. After six years of the most devas- 
tating war in modern history, ports, 
bridges, factories, and homes in the most 
highly industrialized areas were damaged 
or destroyed; millions of people were 
homeless and many of them faced starva- 
tion; the economies of the belligerent 
countries were paralyzed by enemy occu- 
pation and currency inflation. The stand- 
ard of living, or the level of per capita 
consumption, varied widely from country 
to country, but probably averaged no more 
than half the prewar level. Faced with 
the necessity of exporting in order to sur- 
vive and of importing in order to export, 
the great trading nations found themselves 
with a large part of their merchant fleets 
at the bottom of the sea and their foreign 
exchange reserves approaching exhaustion. 

On the whole, the outlook for the fu- 
ture after World War II was even more 
discouraging than after World War I; and 
the first war, as any European who was 
over 40 years of age in 1945 well remem- 
bers, was followed by two decades of stag- 
nation and depression, which gained for 
Europe the well-deserved appellation of 
“the tired continent.” In 1945 even the 
most optimistic observers, including, we 
must admit, economists as well as states- 
men and businessmen, expected no more 
than a slow and halting recovery, accom- 
panied by long-continued government con- 
trols and widespread nationalization of 
European industries. 

Belying this grim prospect, and proving 
once again that economic forecasting is an 
extremely hazardous profession, Europe’s 
economy, with Marshall Plan aid at the 
beginning, entered a period of vigorous 
and steady growth without parallel since 
the last decades of the nineteenth century. 
By 1948 — three years after the end of the 
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war — the physical volume of agricultural 
and industrial production again equaled 
that of 1938 — the last year of peace be- 
fore the war. By 1950 prewar per capita 
levels for Europe’s larger postwar popula- 
tion had been achieved in most countries 
and surpassed in many. 

The year 1950 thus really marked the 
substantial completion of the “recovery 
phase” of the postwar boom and estab- 
lished a base for one of the most remark- 
able periods of uninterrupted economic 
growth in history. In every year of the 
decade that followed, gross national prod- 
uct in Western Europe as a whole, after 
correction for rising prices, was larger 
than in the year before, and for the decade 
as a whole the compound rate of increase 
was between 4 and 4.5 percent a year. 
This was well over half again as large as 
our own rate of gain during the same 
period — and this in spite of the fact that 
European population growth has been 
only a third as rapid as our own. By the 
end of the decade Europe’s 300 million 
people enjoyed average incomes with pur- 
chasing power more than one-third higher 
than the per capita incomes of the 260 
million living in the same territory on the 
eve of the most destructive war in history. 
Industrial production in this birthplace of 
modern industrial society had more than 
doubled, and agricultural production, with 
fewer people on the farms, was over a 
third larger than just before the war. 

Unemployment, which had been severe 
in the first years after the war, soon disap- 
peared in most of the industrial countries, 
though remaining a problem in the agrar- 
ian South. Wage rates, it goes almost 
without saying, have risen _ steadily 
throughout the decade; this has been true 
not only for Europe as a whole but for 
every year and for every country, with 
very few exceptions. This pattern of an- 
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nual wage increases seems to be as firmly 
established in Europe as in the United 
States. Prices also mounted steadily dur- 
ing most of the decade, but wages kept 
well ahead, with the result that European 
workers today are not only more fully 
employed than ever before but much bet- 
ter paid in terms of what their earnings 
will buy. Along with higher wages have 
come shorter hours and longer annual va- 
cations. Even so, the workweek in most 
urban activities is still five and a half days 
— 44 or 45 hours. Europeans work harder 
than Americans, and a larger proportion 
of them work. 

As for the future, an annual growth rate 
as high as that of the 1950’s can hardly be 
expected to continue indefinitely. How- 
ever, careful estimates on a _ country- 
by-country basis, taking into account 
prospective trends in population and em- 
ployment and in working hours and pro- 
ductivity, suggest as a reasonably conserva- 
tive estimate for Western Europe as a 
whole an average growth rate of 3 percent 
a year in total gross product and of close 
to 2.5 percent in per capita gross product 
for the 15-year period from 1955 to 1970. 
Viewed in the perspective of a single year 
these seem modest increases, but continued 
over the working lifetime of a typical 
member of the labor force they would 
result in a fourfold rise in the total output 
of the economy and more than a threefold 
gain in the standard of living of the aver- 
age family. Even over a 15-year period 
this rate of gain would mean well over a 
30 percent increase in total output and a 
gain of nearly 50 percent in per capita 
spending for consumer goods and services. 


POLITICAL AND SOCIAL CHANGES 


Europe’s unprecedented economic 
growth since the end of the war and the 


consequent rise in the standard of living 
have been accompanied by political and 
social changes of great significance to con- 
sumers. When the war ended in 1945 
there was widespread expectation — re- 
flecting hopes on the part of some people 
and fears on the part of others — that 
socialism, if not communism, was inevi- 
table. In the immediate postwar period 
some basic industries were nationalized, 
notably in Britain and France, and many 
of Italy’s industries had been nationalized 
before the war. Before long, however, a 
healthy disillusionment set in, for it was 
found that the same problems of manage- 
ment and cost control, of marketing and 
labor relations, that plague private indus- 
try must a'so be faced by public enterprise. 
“Economic man” is always rearing his 
ugly head. 

By the end of the 1950’s doctrinaire 
socialism, even as an ultimate goal, was 
being abandoned by the socialist parties 
and labor organizations of the leading in- 
dustrial countries, which have come close 
to admitting that the large modern enter- 
prises and the new “managerial capital- 
ism” deliver as much to the worker and 
consumer as traditional socialism promises. 
Interestingly enough, it is these giant firms 
(such as Volkswagen in Germany, Im- 
perial Chemical in the United Kingdom, 
and Fiat in Italy), which many American 
economists are inclined to frown upon as 
tending toward monopoly, that are intro- 
ducing the fresh air of competition into 
the cartelized economies of Europe. 

Though forsaking socialism as the road 
to Utopia and making peace with a re- 
surgent and more responsible capitalism, 
the people of Europe have come to accept 
government responsibility for maintaining 
full employment and providing for the 
well-being and security of the individual. 
Although its roots extend far into the past, 
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the Welfare State has come into full 
flower only in the postwar years. Today 
the State assures to all of its citizens a 
standard of living at a health and decency 
level and protects them against all the 
hazards of life, including not only the 
traditional risks of sickness and unemploy- 
ment, but the hazards of being born, of 
getting married, and of having children. 

In its broadest aspects, it must be re- 
membered, the Welfare State involves not 
only compulsory savings, as for old age 
retirement, and mutualization of such risks 
as sickness and unemployment, but it also 
brings about a substantial measure of in- 
come redistribution. Bachelors and child- 
less couples help to support big families 
through the system of family allowances; 
those with good health contribute through 
insurance or taxation toward the care of 
those frequently ill; those never out of a 
job are taxed to support those often un- 
employed. Most important of all, in most 
social insurance schemes there is a “gov- 
ernment contribution” that comes out of 
general tax revenues. And general taxa- 
tion also wholly supports subsidized hous- 
ing, which along with rent control, is such 
an important factor in providing adequate 
shelter for families without enough income 
to purchase housing of the same quality in 
the open market. 

Such direct and indirect payments to 
supplement lower income obviously re- 
quire a disproportionately heavy contribu- 
tion from those at upper income levels. 
This is the other side of the Welfare State, 
which has brought a substantial change in 
the shape of the income pyramid, both at 
the top and the bottom. Steeply progres- 
sive income and inheritance taxes, espe- 
cially in the high-income countries of the 
center and north, where taxes are not only 
imposed but collected, affect even the 
moderately well-to-do in a way that makes 
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our own tax rates look like an act of 
charity on the part of the Treasury. It is 
a strange phenomenon that Western Eu- 
rope, where capitalism is experiencing 
such a dynamic revival, appears to be 
moving more rapidly than the “workers’ 
Fatherland” east of the Iron Curtain to- 
ward the Communist goal: from each 
according to his abilities, to each accord- 
ing to his needs. 


PRIMARY EFFECTS OF POSTWAR CHANGES 


It is not difficult to indicate some of the 
more obvious ways in which these revolu- 
tionary economic and social developments 
have affected the consumers’ environment 
and how consumers have responded to 
these changes. 

(1) First, and possibly most important, 
is the fact that family income is higher in 
terms of purchasing power than ever be- 
fore, has been rising steadily for more 
than a decade, and is expected to con- 
tinue its upward course. This situation, 
in striking contrast to the stagnation and 
uncertainty of the interwar period, is due 
not only to rising wages but to the fact 
that family income is supplemented more 
than ever before, directly by earnings of 
the wife and older children and by family 
allowances and other cash payments from 
employers and government, and indirectly 
by subsidized housing and rent control and 
other subsidies to keep down the price of 
such necessities as bread and milk. More 
money to spend means, as it usually does, 
more money actually being spent, first for 
necessities and after that for such “discre- 
tionary purchases” as vacation travel, 
automobiles, and household durables. 


(2) Second, and hardly less important, 
is the psychological effects of a long period 
of full employment (in the central and 
northern industrial countries, at least) in 
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minimizing the fear of unemployment 
and loss of family income, and of the 
comprehensive social insurance programs 
in shifting from the individual to the in- 
surance system responsibility for meeting 
the cost of such family emergencies as 
illness, unemployment, and unexpected 
childbirth. This goes far to explain what 
an English sociologist has described as a 
shortening of the European consumer’s 
“time perspective” or his willingness to 
defer to the future the satisfaction of his 
desires for costly goods and services he 
would like to enjoy today. Consumer 
credit in the form of the partial payment, 
or what the English call hire-purchase, has 
been accepted in Europe (as it was in 
America a generation ago) first grudg- 
ingly, and now enthusiastically, as a means 
of eliminating the time gap between de- 
mand and satisfaction. For the European 
merchant, as for the American, it pro- 
vides an ideal combination of incentives to 
overcome the reluctance of the consumer: 
the carrot in the form of the small down 
payment and the stick in the form of the 
threat of repossession. 

(3) Third among the significant envi- 
ronmental changes since the war has been 
the beginning of mass production and 
mass distribution to the mass market. 
Traditionally, Europe’s industries have 
suffered from the double handicap of mar- 
kets too small in geographic breadth and 
too small in social depth to achieve max- 
imum productivity. This helps to explain 
the fact that with all the progress of 
recent years, Europe’s average productiv- 
ity is still less than half of ours. Only four 
of Western Europe’s 18 countries have 
more than 45 million population and 12 
have less than 10 million each. The crea- 
tion of the European Economic Com- 
munity consisting of six countries with a 
combined population of 175 million is a 


giant step toward overcoming the first 
handicap. Accession of Britain, Denmark, 
and other countries may soon raise this 
total to 250 million, and it is not too much 
to foresee, perhaps a decade hence, an 
eventual Common Market which will in- 
clude all of free Europe’s people, who 
would then number some 325 million. 
This would represent a tremendous ad- 
vance on the road toward political as well 
as economic unity —a United States of 
Europe. What both Napoleon and Hitler 
failed to accomplish by force of arms may 
eventually come into existence as a vol- 
untary association of free countries. 

Europe’s markets are being deepened as 
well as widened. The “leveling down” of 
upper incomes through high taxes and the 
“leveling up” of lower incomes through 
social welfare measures has greatly nar- 
rowed the disparity between rich and poor 
—to a much greater extent, indeed, in 
such countries as Sweden, Norway, Den- 
mark, and the United Kingdom than in 
either the United States or the Soviet 
Union. This has not yet brought Europe 
within sight of our own “classless society,” 
but the “idle rich” at the top of the in- 
come pyramid can no longer afford to 
remain idle and the “oppressed proletar- 
iat” at the bottom, enjoying modern hous- 
ing subsidized out of general tax revenues 
and buying TV sets, motor scooters, and 
even automobiles on time-payment, have 
to be reminded by their political leaders 
at election time not to forget that they are 
still downtrodden. 

Class distinctions still exist, however, to 
an extent that an American finds hard to 
comprehend. A peasant is still a peasant 
and a man who works with his hands is 
a member of the “working class,” not only 
in the estimation of others but in his own 
estimation. In the middle there is a self- 
conscious “bourgeoisie,” much more 








sharply defined than our own middle-class, 
and at the top, even in a country like 
France, with its republican tradition of 
Liberté, Egalité, Fraternité, more than one 
layer of nobility, with those possessing the 
more ancient titles looking askance at 
those of a more recent vintage. In a class 
by themselves are the “intellectuals” — 
writers, professors, scientists, philosophers. 
They know where they belong and so does 
everybody else. 

As consumers, however, income equali- 
zation is beginning to bring to all classes 
a middle-class point of view along with 
middle-class incomes, most conspicuously, 
of course, in the case of the newer durable 
goods which by their nature must be 
factory-produced rather than handmade. 
The situation has been markedly different 
in the case of fine furniture, household 
draperies and furnishings, and both men’s 
and women’s apparel. But even here time 
and technology march on. Gentlemen of 
impeccable family background are now 
buying factory-made shirts across the 
counter and ever. ready-made suits off the 
rack, while custom boot-shops are becom- 
ing as hard to find as they were in the 
States in 1925. The appeal of mass- 
produced goods to the European consum- 
ers is the same as their appeal to con- 
sumers elsewhere — lower costs and prices 
for everyone and better quality for all 
except those few who can afford the most 
costly of handmade products. Europe is 
discovering after World War II, as Amer- 
ica did after World War I, what Frederick 
Lewis Allen called the “dynamic logic of 
mass-production . . . that the more goods 


you produce, the less it costs to produce 
them, and that the more people are well 
off, the more they can buy . . . and that 
therefore one can make money by lower- 
ing class barriers.” 
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SECONDARY DEVELOPMENTS 


Although high and rising consumer in- 
comes, increased economic security, and 
the economies of mass production and dis- 
tribution seem to me the most significant 
conditioning influences on consumer mar- 
kets in Western Europe since the war, a 
number of other derived and secondary 
developments can be mentioned. 

One of these is the continuing shift from 
agriculture to commerce and industry and 
from agrarian communities and ways of 
life to urban-industrial occupations and 
living patterns. This gradual long-term 
trend was greatly accelerated during the 
war and postwar boom, which has been 
predominantly of an industrial-commercial 
character. Along with this change has 
come increased participation by women in 
the urban labor market and a radical 
change from their traditional status in the 
patriarchal family of the agrarian com- 
munity. From time immemorial the posi- 
tion of the wife and mother in the Euro- 
pean family has been clearly defined: she 
ranks ahead of the children but is clearly 
subordinate to the husband and father, 
who is the de facto as well as de jure head 
of the family. In the French marriage 
ceremony, for example, there is no non- 
sense about asking the prospective bride 
whether she wants the word “obey” to be 
in or out of the ceremony. The mayor, 
who always performs the civil ceremony, 
informs the man that he will be the 
“head of the family” and the woman that 
it will be her duty to obey him. 

This ancient relationship is changing 
rapidly, but whether for better or worse is a 
matter on which opinions differ. The job 
in the big impersonal city establishment 
offers the girl much more independence 
than working on the family farm under 
the watchful eye of her father and broth- 
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ers. And the fact that she is contributing 
hard cash to the family budget is estab- 
lishing a new partnership between hus- 
band and wife in such menial household 
tasks as washing dishes and infant care, as 
well as a greater feminine influence in 
family purchases and financial decisions 
of all kinds. Participation by women in 
the urban labor force has also made them 
avid consumers of the multifarious prod- 
ucts and services designed to enhance fe- 
male attractiveness — beauty shops, hair- 
dressing, style apparel, deodorants, lotions, 
cosmetics, jewelry, “beauty preparations” 
of all kinds, better dental care, and dietary 
and other methods of weight reduction. 

Another aspect of women’s changing 
social status and economic role, with wide- 
spread repercussions on family living hab- 
its, is the coming of the “servantless 
world.” In Britain, for example, the 1931 
Census showed 500,000 families employ- 
ing 706,000 full-time domestics; 20 years 
later there were only 157,000 families em- 
ploying 178,000 servants, and the present 
Census will undoubtedly show a further 
drop. This is an old story for Americans, 
for most of us have always lived in a 
servantless world, except in the South and 
a few other favored locations. But it 
seems a cruel anomaly to many Europeans 
that, with the highest incomes they have 
ever enjoyed, they have to do more of 
their own work than ever before. And it 
does seem to be almost an economic law 
that the availability of domestic service in 
any economy is inversely correlated with 
the average level of income. 

The “maid shortage,” moreover, is 
merely one facet of deep-seated changes 
in the European consumer economy, all 
of them related to the displacement of 
individualized custom service by mass- 
produced goods and services, plus the do- 
it-yourself activities of the consumer him- 


self. The factory together with national 
advertising, at one end, is taking over 
many of the selling and packaging func- 
tions of the retailer and, through “con- 
venience foods,” many of the  time- 
consuming tasks of the household. At the 
other end, the European housewife will 
soon have to do all her own work, but in 
the near future, if not quite yet, she will 
have the help of a multitude of laborsav- 
ing mechanical slaves, and in all proba- 
bility of her husband as well. Do-it- 
yourself activities are already beginning to 
extend, as long since in America, far be- 
yond the kitchen into every phase of 
household maintenance, repair, and con- 
struction. 

These changes in the economic environ- 
ment and the resultant effects on the 
habits and tastes of consumers are 
strangely reminiscent of what happened in 
our own country in the decade after World 
War I. In the 1920’s Americans were still 
working five and a half days a week, as 
they are in Europe today. The automobile 
had crowded the horse off the streets, but 
he was still doing yeoman service on the 
farm, as in Europe today. After World 
War I for the first time the average Amer- 
ican became aware that he would own a 
car someday, though the era of universal 
ownership was still many years away — 
and it may be even further away in Europe 
today. A new contraption with a beehive 
top was being bought by the more venture- 
some Americans soon after 1920, though 
many conservatives still believed that it 
was hard to improve on a good icebox. 
Refrigerators — without the beehive top, 
needless to say — are finding a ready mar- 
ket in Europe today, though many Euro- 
peans still do not know what to do with 
the ice cubes, and they have to be warned 
not to turn the “frig” off when they go 
away for the weekend. Oil-burners, 
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washing machines, vacuum cleaners, elec- 
tric stoves, and kitchen appliances of all 
kinds are beginning to transform the life 
of the average European family today, as 
they transformed our own households a 
generation ago. 

The changes in consumption trends and 
consumer tastes that have been taking 
place in Europe since the end of World 
War II are often ascribed by enthusiastic 
American observers and by critical Euro- 
pean observers to the Americanization — 
or sometimes by the latter to the “coca- 
colonization” — of European life. In the 
sense that this transformation of household 
life came a generation earlier in America 
this contention appears to have some 
validity. But it would be equally true to 
say that our own adoption of unemploy- 
ment and old age insurance, and health 
insurance if and when it comes, involves a 
Europeanization of American life. Actually 
neither the demand for old age security 
nor for TV sets can be adequately ex- 
plained as a mere import from an alien 
continent. Both are the ultimate and 


seemingly inevitable results of develop- 
ments common to both continents: indus- 
trialization, urbanization, rising produc- 
tivity, higher incomes, mass production, 
and technological progress. People every- 
where seem to want the same things, pro- 
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vided “the price is right” and they have 
the money to pay for them. 

Moreover, one continent “borrows” 
from the other, not by blind adoption but 
by adaptation to its own special needs. 
Europe’s adaptation of the techniques of 
mass production and mass merchandising, 
which were first developed in America, is 
avoiding the uniformity and “gigantism” 
so characteristic of our own continent- 
wide market, but so appalling to many 
Europeans. 

As the great Swiss economist and philos- 
opher, William E. Rappard, an under- 
standing friend of both Europe and 
America, wrote not long before his death 
only three years ago: 

The task of Europe in the twentieth century 
is most certainly not to ignore the example of 
America. . . She can benefit from it . . . by 
learning from the achievements of her friends 
across the sea, and by adapting their lessons 
to her own needs and to her own genius. 

But she must never let herself be dazzled by 
the brilliance of the beacon which blazes out 
proudly over the Atlantic. .. Her role is 
rather to receive this light gratefully, and to 
filter and refine it in the prism of her own 
ancient culture. It would be to her own bene- 
fit, and also . . . who knows? —to that of her 
impetuous and impatient offspring on the 
other side of the Atlantic. Is it not, in fact, 
her duty to humanity and her mission to the 
world? 








Assessing Union-Management Relationships 


Milton Derber, W. E. Chalmers, and Milton T. Edelman 


How good are labor relations in Plant X 
or Industry Y? Is Company A doing bet- 
ter than Company B in its union relations? 
How does one get effective relations in a 
plant, community, industry, or nation? 
Questions like these have long intrigued 
and challenged students, participants, and 
public policy-makers.* 

Most of the research on this subject has 
stemmed from a concern over industrial 
conflict or unrest and a desire to promote 
industrial peace. In earlier decades the 
solution of industrial conflict was seen in 
the replacement of individual bargaining 
by collective bargaining. “Industrial de- 
mocracy” and “constitutional government 
in industry” became both slogans and 
yardsticks for assessing industrial relations. 
With the general acceptance of collective 
bargaining in the last two decades, the 
focus shifted to its general quality. Terms 
like “good,” “successful,” “healthy,” “con- 
structive,” “mature,” and “satisfying” be- 
came commonplace in the literature on 
collective relations. Some signified only 
the absence of conflict while others, which 
had much broader connotations, led to 





*For a summary description of several of the 
early inquiries, see Mark Perlman, Labor Union 
Theories in America (Evanston: Row, 1958), 
pp. 243-301; John R. Commons and others, 
Industrial Government (New York: Macmil- 
lan, 1921); and Clinton S. Golden and Vir- 
ginia D. Parker, eds., Causes of Industrial 
Peace Under Collective Bargaining (New York: 
Harper, 1955). 


amplifying concepts like “the rule of law 
and reason,” “economic and political com- 
patibility,” and “mutual survival” as well 
as the older “industrial democracy.” 

In recent years scholars have paid rela- 
tively little attention to the quality of 
labor relations, but further research seems 
justified from at least three standpoints. 
First, it may provide the parties with in- 
sights and methods of analysis which will 
help them improve their positions and re- 
lations. Second, the general public may 
benefit from a careful re-examination of 
the values involved in labor relations and 
the facts bearing on these values. Is a 
community providing the best possible 
climate for effective union-management 
relations? Are industries leaving a com- 
munity or failing to come in because of an 
adverse labor relations reputation? Are 
federal laws, such as Taft-Hartley and 
Landrum-Griffin, producing the effects 
that were intended and are these objec- 
tives sound and logically valid? Finally, 
from the scholar’s standpoint, research 
focused on the assessment of union- 
management relations may provide a use- 
ful basis for comparing relationships and 
explaining similarities and differences. It 
may suggest why the parties are acting as 
they do and may serve as a predictor of 
future trends. 

This article approaches the subject 
of assessing union-management relations 
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along two interrelated lines. One involves 
a consideration of the criteria to be used 
and is based on an appraisal of the limita- 
tions of the literature, which is fragmen- 
tary and poorly developed on this subject. 
The other is an attempt, on the basis of 
selected criteria, to set forth a method for 
measuring and comparing different rela- 
tionships at the establishment level, using 
data from two surveys conducted in 1955- 
56 and in 1959 in three Illinois communi- 
ties. The central purpose of the article is 
to clarify the conceptual basis of assessing 
union-management relationships and to 
indicate the possibilities and values of a 
more objective approach than has been 
used in the past. 


CRITERIA FOUND IN THE LITERATURE 


One of the early listings of criteria of 
good labor relations appears in a volume 
edited by Commons. These criteria came 
from the author’s subjective “ideal world” 
(although influenced by field interviews 
and observations) and included efficient 
production, just distribution of earnings, 
negotiation in an orderly and civil man- 
ner, adequate machinery for consultation 
and negotiation, labor participation in 
management decision-making, a comfort- 
able standard of living for all parties, and 
creative human experience.’ A quarter of 





* The idea of such an approach is, of course, 
not new. There must be few functions, activi- 
ties, or organizations which have not, at some 
time, been subjected to appraisal or evaluation 
through some measurement device. In 1946, 
Sumner Slichter expressed the feeling that “it 
would be interesting to grade relations between 
unions and employers in several thousand plants 
on the scale of ‘excellent,’ ‘good,’ ‘fair,’ or ‘bad.’ 
This has never been done, and no one knows 
what the results would be.” (The Challenge of 
Industrial Relations [Ithaca: Cornell Univer- 
sity Press, 1947], p. 47.) To our knowledge, 
this idea has never been implemented even on a 
small sample. 

* Op. cit., p. 418. 
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a century later, the National Planning 
Association presented a more limited defi- 
nition of industrial peace as “the product 
of the relationship between two organized 
groups — industrial management and or- 
ganized labor — in which both coexist, 
with each retaining its institutional sov- 
ereignty, working together in reasonable 
harmony in a climate of mutual respect 
and confidence.” 

Slichter also attempted to be more pre- 
cise in setting forth criteria of a “good” 
management-union agreement.* He pro- 
posed ten, including union security, rea- 
sonable opportunity for management to 
select their employees, protection for man- 
agement against having to discharge valu- 
able employees because of union discipline 
unless the action had been reviewed by 
the same umpire reviewing management- 
imposed discipline, reasonable freedom for 
management to make changes in methods 
and equipment, reasonable protection for 
workers from the impact of technological 
changes, avoidance of rules which would 
lead to wasteful utilization of labor, or- 
derly procedures for the allocation of work 
and workers in time of business decline, 
reasonable opportunity for management to 
introduce incentives to encourage effi- 
ciency, and machinery for the peaceful 
settlement of disputes over the interpreta- 
tion and administration of the agreement 
and of grievances because of allegedly 
unfair actions by management or union 
other than contract violations. 

Even when not addressing themselves to 
the specific problem of this inquiry, other 
specialists have presented criteria of a 
similar nature. Thus Harry Shulman, in a 
speech on “Reason, Contract and Law in 
Labor Relations,”* made reference to such 





* Op. cit., p. 57. 
* Reprinted in Jean T. McKelvey, ed., Man- 
agement Rights and the Arbitration Process, 
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criteria as the greatest possible freedom of 
the parties from government intervention, 
economic return to the parties, the effi- 
ciency of management, the welfare of the 
enterprise, participation of union leaders 
in decision-making, justice for the workers, 
and industrial democracy, under which he 
included creative work opportunities, a 
sense of worker freedom, and participation 
or industrial citizenship. 

The most systematic statement of 
criteria for the evaluation of labor- 
management relations which we have 
found was presented in the Harbison- 
Coleman volume, Goals and Strategy in 
Collective Bargaining. WHarbison and 
Coleman distinguished between “satisfying 
relations’ — those which are relatively 
satisfying or acceptable to the manage- 
ment and union leaders — and “con- 
structive relations’ — those which work 
toward or facilitate attainment of com- 
monly held goals of our society. Under 
the first heading they classified the sepa- 
rate goals of management and union 
leadership, which are sometimes the same, 
sometimes parallel, and sometimes in direct 
conflict. For management the goals, 
broadly stated, include the preservation 
and strengthening of the business enter- 
prise, the retention of effective control 
over the enterprise, the establishment of 
stable and businesslike relations, certain 
broad social and economic goals (such as 
defense of the system of private enter- 
prise), and the advancement of personal 
goals and ambitions. For union leaders, 
the comparable goals include the preserva- 
tion and strengthening of the union as an 





Proceedings of the Ninth Annual Meeting, Na- 
tional Academy of Arbitrators (Washington: 
Bureau of National Affairs, 1956), pp. 169-98. 
Also in Harvard Law Review, Vol. 68, No. 6 
(April, 1955), pp. 999-1024. 

*New York: Harper, 1951. See pp. 6-17 
and Ch. 6. 


institution, the promotion of the economic 
welfare of the members, the acquisition 
of control over jobs, the promotion of 
broad social and economic goals, and the 
pursuit of personal goals and ambitions. 
Under the heading of “constructive rela- 
tions” they proposed three broad “goals of 
a free society”: (1) the enhancement of 
the dignity, worth, and freedom of the 
individual; (2) the preservation and 
strengthening of democratic institutions 
within which the individual finds expres- 
sion; and (3) economic progress shared 
by all men. 

In most models of effective union- 
management relations, cooperation and 
harmony are stressed as a desirable ob- 
jective. Yet few authors base this test on 
the assumption of complete identity of 
interests between management and union. 
On the contrary, conflicting interests are 
recognized as a normal feature of indus- 
trial life in a democratic society. What is 
hoped for is the resolution of conflict 
through an orderly process of problem 
analysis, fact-finding, and compromise. 
Pressure is accepted as normal, provided it 
is orderly and within the legal framework. 
The strike and lockout are viewed as final 
resorts in the accommodation process — 
regrettable but preferable to the alter- 
native of compulsory arbitration. 

Criteria on the effectiveness of union- 
management relations, such as we have 
described, stem from underlying social 
values and their operational meaning 
tends to change over time with changes in 
social structure, the shifting distribution of 
social power, and even with the degree of 
success or failure in achieving other 
criteria. Hence, as he examines the litera- 
ture, the student must interpret the broad 
criteria in the special context of their time 
and place. 

The relative acceptability of various 
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criteria is, of course, also a function of the 
values held at particular times and places 
by people in different roles and organiza- 
tions. We would not expect employers 
and unionists, for example, to hold 
identical values; nor would we expect the 
employer or unionist in one historical pe- 
riod or in one culture or country to hold 
the same values as employers or unionists 
in a different period or environment. Thus 
it is essential to ascertain the value system 
which currently prevails in order to under- 
stand the criteria in use. 

The foregoing discussion and analysis 
of other references which might be cited 
from the literature’ suggest that there are 
at least three sources from which criteria 
may be drawn. One is the goals and 
norms of the parties themselves — man- 
agement, union, workers. Such a set of 
criteria is justified by the fact that the 
accommodation process is primarily of 
concern to the parties; hence a relation- 
ship may be said to be effective to the 
degree it satisfies the parties or ineffective 
to the degree it displeases them. But, as 
most of the writings indicate, the accom- 
modation process is not of concern only 
to the parties; society as a whole may have 
an interest in the manner and outcome of 
the interactions and what may be satis- 
factory to the parties may not be accept- 
able from the standpoint of society at 
large. Thus the criteria may be based on 
judgments of the prevailing mores in 
American industrial society or on legis- 
lative enactments or the decisions of 
courts and administrative agencies acting, 
ostensibly, in the public interest. A third 
source of criteria is the effort of scholars 
to strike a balance among what they judge 





* Prominent examples are to be found in the 
works of E. Wight Bakke, Richard A. Lester, 
John Dunlop, and the Twentieth Century 
Fund. 
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to be the conflicting as well as the common 
concerns of management, labor, and the 
public in industrial relations. Because of 
the diversity of these interests a compre- 
hensive assessment of union-management 
relations requires a number of tests reflect- 
ing the varied standards of participants, 
public, and scholars. 

The decision to use multiple tests 
drawn from the three sources noted above 
rather than a single one in assessing union- 
management relationships still leaves the 
problem of deciding which to use. The 
decision is partly dependent on the asses- 
sor’s own values because even if he rec- 
ognizes the importance of selecting tests 
which reflect the diverse interests involved, 
there is no way of assuring a perfectly 
representative sample. Nonetheless, as the 
number of tests reflecting the diverse in- 
terests is increased, the danger of personal 
bias declines, 

The decision is also dependent in part 
on the feasibility of converting the criteria 
to relatively objective and operational 
terms, as free from the researcher’s values 
as possible. The tests based on the goals 
of the parties present.no serious concep- 
tual problems because the parties them- 
selves are expected to do the ratings. But 
criteria derived from public or scholarly 
sources are less easy to keep free from 
contamination by the student. For ex- 
ample, such widely approved tests as per- 
sonal fulfillment or creative experience for 
the individuals involved, protection of in- 
dividual dignity, the strengthening of 
democratic institutions, and general eco- 
nomic progress are so intangible that 
evaluations based on them are likely to be 
largely subjective and symbolic. While 


this would not necessarily preclude their 
use, their subjectivity needs to be clearly 
recognized. In sharp contrast are such 
criteria as the frequency of work stoppages 
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or the number of formal grievances or ar- 
bitrations which can be objectified with 
comparatively little difficulty although 
their interpretation may be quite complex. 
Most of the assessment criteria probably 
fall in between the two extremes. It is our 
judgment that many of these criteria 
which have been treated in the literature 
on a purely subjective plane or have been 
rejected for reasons of subjectivity can be 
treated more or less objectively once the 
problem is appreciated. We shall illus- 
trate some of these possibilities later. 

The process of selecting assessment 
criteria must also take into account the 
feasibility of obtaining a unidimensional 
scale of measurements or ratings for each 
criterion. For example, in the literature 
one frequently finds reference to a criterion 
such as union participation in decision- 
making with the qualification that it does 
not encroach on other important values, 
such as efficiency. To combine in a single 
criterion two values which may be con- 
flicting seems to us inappropriate. Instead 
it seems wiser to treat each value as a 
separate criterion which can be scaled 
from low to high and then to weigh any 
opposing ratings of the several criteria in 
the total assessment of the relationship. 
Thus we might properly include as sepa- 
rate criteria union participation in 
decision-making as well as productive 
efficiency; high worker earnings, high 
company profits, and the protection of 
consumer interests in low prices; and 
avoidance of work stoppages as well as 
self-government or avoidance of govern- 
ment or other outside assistance. 

A final problem which the assessor of 
union-management relationships must 
consider is whether to attempt a single 
summary appraisal of all of the ratings for 
the relationships, whether to group the 
criteria (such as the management and 


union satisfactions or the public items) , or 
whether to deal with each criterion sep- 
arately. 

This brief review and analysis of the 
literature indicates that participants and 
scholars have not been successful in deal- 
ing with the problem of assessing union- 
management relationships. Three main 
problems must be met: (1) Which of the 
numerous general criteria should be 
adopted for evaluation of union-manage- 
ment relationships? (2) How can the 
selected criteria be reduced to objective, 
operational, and unidimensional terms? 
(3) Is it appropriate to combine multiple 
criteria into a single rating? The next sec- 
tion of this article does not propose a com- 
plete solution to these problems, but it 
shows the kind of approach that might be 
fruitful. 


AN APPROACH TO MEASURING EFFECTIVENESS 


We propose to use two recent studies to 
illustrate the possibilities of a more ob- 
jective approach although, unfortunately, 
they were not designed to focus directly 
on the assessment problem and _there- 
fore suffer from limitations. The studies 
investigated the structure, manner, leader- 
ship attitudes, and economic characteris- 
tics of union-management accommodation 
in 37 Illinois establishments (mostly man- 
ufacturing) through a series of interviews 
with two top management and two top 
union officials in each establishment. The 
first study was conducted in 1955-56; the 
second, in 1959, utilized substantially the 
same questionnaires and interview methods 
and involved many of the same re- 
spondents.® 





*For a detailed description of the study 
design, see M. Derber, W. Ellison Chalmers, 
and R. Stagner, The Local Union-Management 
Relationship (Champaign: University of Illi- 
nois, 1960). 
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The model used in our research postu- 
lates the existence of two separate organi- 
zations — management and union. Each 
is pursuing its own goals but recognizes 
that an accommodation between the two 
institutions is necessary in order to ad- 
vance the interests of either. Each side’s 
goals will be reflected in a concern with 
particular and immediate issues. The spe- 
cific standards of each side on each issue 
will depend on a variety of factors includ- 
ing, among other things, relative urgencies 
of goals, perceptions of the possibility of 
achieving them under prevailing and an- 
ticipated conditions, and relative power. 
At any time on any one issue the stand- 
ards of the two parties may be the same 
or, in varying degrees, they may be re- 
alizable by one only at some cost to the 
other. In the latter case a compromise of 
conflicting interests will be required in 
order for each to satisfy the common need 
for accommodation. Each party appraises 
the activities of the joint relationship in 
terms of its standards, finding the relation- 
ship “wholly satisfactory” if the activity 
equals its standard or to some degree 
“unsatisfactory” as it falls short. 

These evaluations by management and 
by union leaders provide the data for two 
parallel sets of assessment tests. Like 
Harbison and Coleman we also adopted 
a second category of criteria based on ex- 
ternal (social or public) considerations. 
The specific criteria, however, differ from 
theirs, partly because of differences in 
value judgments and partly because of the 
nature of the data available to us. 

The first category includes six tests re- 
lating to the satisfactions of the leaders 
who were interviewed in each establish- 
ment, tabulated separately for manage- 
ment and for union. (There are, of 


course, other interested parties besides the 
formal leaders, such as the middle and 
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lower supervisors and the rank-and-file 
workers, but our study did not include 
them.) The second category includes five 
tests which are frequently mentioned in 
the literature as social or public concerns 
with labor relations and which we could 
put in meaningful, operational terms. To- 
gether, these 17 tests reflect a moder- 
ately inclusive sample of the important 
interests in the accommodation process. 
In listing the tests below, we have put 
each one in the form of a question, have 
indicated the degree to which we have 
been obliged to use limited data for 
operational purposes, and have adopted a 
short label for purposes of subsequent 
identification. 


(A) Satisfactions of Each of the Parties 


(1) Productive efficiency. Has the rela- 
tionship aided or handicapped the enter- 
prise in its function of producing quality 
goods or services efficiently and profitably? 
We shall measure this item by the man- 
agement and union responses to questions 
about union interference or cooperation 
in the running of the plant and in pro- 
ductivity matters. Data are available only 
for management in 1955-56. 


(2) Earnings. Has the income of the 
enterprise been equitably distributed 
among workers, managers, and owners? 
Our data on this item are limited to union 
and management satisfaction with the 
levels of wages and supplementary benefits. 
Unfortunately, suitable information on 
profits could not be obtained from all es- 
tablishments in the sample. 

(3) Job security. Has the relationship 
provided workers with stable and secure 
employment opportunities, consistent with 
the technological and economic nature of 
the enterprise? Operationally, we are 
limited to measuring this item on the basis 
of union and management reactions to 
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layoff and discharge practices. This fails 
to cover the aspect of duration of em- 


ployment. 

(4) Due process. Are day-to-day rela- 
tions in the establishment between man- 
agers and workers conducted on the basis 
of fair play and is there a suitable pro- 
cedure for the prevention or correction of 
arbitrary actions? Operationally, we shall 
confine this measure to the parties’ satis- 
faction with the manner of grievance set- 
tlement. This partly reflects but does 
not give adequate weight to substantive 
decisions. 


(5) Union participation. Do workers 
and managers, through their representa- 
tives, have adequate voices, consistent with 
their functions, in the determination of 
rules and decisions which affect the condi- 
tions and manner of their performance in 
the establishment? The best indicator we 
have on this item measures management 
and union satisfaction with the depth of 
union participation in decision-making. 

(6) Psychological climate. Has the rela- 
tionship contributed to mutual harmony 
or conflict? Our operational test is the 
attitudes of the management and union 
leaders toward the other side. 


(B) Socially Derived Criteria 


(1) Avoidance of work stoppages. Are 
the parties able to settle their differences 
with a minimum of overt strife? The op- 
erational test of this item is the presence 
or absence of strikes and slowdowns in 
contract negotiations and administration. 


(2) Avoidance of government interven- 
tion. Are the parties able to negotiate 
their contracts with a minimum of gov- 
ernmental intervention? The operational 
tests are the degree to which government 
mediators or conciliators have had to in- 
tervene in contract negotiations, and the 


degree of involvement of the National 
Labor Relations Board in the affairs of 
the establishment. 

(3) Grievance settlement without arbi- 
tration. Are the parties able to settle griev- 
ances and administer their contract with- 
out reference to outside arbitration? The 
operational test is the number of griev- 
ances referred to arbitration over a two- 
year period. 

(4) Equitable earnings. Does the rela- 
tionship provide equitable wages? Oper- 
ationally, we shall measure this criterion 
in terms of hourly earnings relative to 
national industry averages and of levels of 
major fringe benefits. The hourly earning 
ratio is a debatable measure of this test 
but is probably the best we can do with 
our data. It has the virtue of minimizing 
the effect of inter-industry differences in 
wage levels. 

(5) Steady employment. Does the rela- 
tionship afford the workers steady employ- 
ment? Our operational test will be meas- 
ured by data on regularity of employment 
and hours worked during the year by the 
average employee. This fails to cover em- 
ployment over a longer period than a year. 


We tried to develop as comprehensive a 
battery of tests as our data would allow. 
However, the omissions will be readily ap- 
parent. Missing are such tests as the satis- 
faction of managers, union leaders, and 
workers with their status and work expe- 
rience, the profitability and productivity 
of the enterprise, the democratic quality 
of the joint relationship, and the impact of 
the relationship on consumer prices. We 
believe, however, that the list is sufficiently 
reflective of the interests involved to dem- 
onstrate the values of our approach to the 
assessment problem. 

For the purpose of this analysis all of 
the criteria used will be treated as equally 








important, but each reader will be able to 
apply his own value judgments as to their 
relative importance. Taking them all to- 
gether, we have a reasonably comprehen- 
sive picture of how relationships have per- 
formed and of the relative ability of the 
parties in achieving one rating as against 
another. 

Using the available data (i.e. the scores 
given to responses on particular questions) 
we rated each establishment on a five- 
point scale whose values were based on 
specific numerical operations.® Labels were 
attached to the ratings by calling a rating 
of five “very effective,” four “moderately 
effective,” three “just acceptable,” two 





°A few examples of the scoring procedure 

may be helpful. The “management satisfaction 

with productive efficiency” scale (Table 1) is 

based on two pairs of questions: 

(1) (a) —the union helps management run 
the plant more efficiently ; 

(b) —the union interferes with efficient 
management of the plant. 


(2) (a) —the union reduces worker pro- 
ductivity ; 
(b) —the union helps management in- 
crease worker productivity. 


If the favorable response to a pair was 
checked, a score of 5 was given. If the un- 
favorable response was checked, a score of 0 
was given. A blank on both questions in a 
pair meant that no strong feelings were held 
and a score of 3 was given. The scores for the 
two pairs of questions were averaged to give 
a total score for the individual respondent. 
Since there were two management respondents, 
their scores were averaged to obtain an estab- 
lishment score. 

In the scale on “avoidance of work stop- 
pages” (Table 2), the scores were based on 
two questions asking if a stoppage occurred 
during the last contract negotiation or during 
grievance settlement in the past year respec- 
tively. A stoppage was defined to mean the 
involvement of six or more workers for one day 
or more. A response of no stoppages received 
a score of 5. A response of one stoppage re- 
ceived a score of 3. A response of more than 
one stoppage received a score of 0. The scores 
for the two questions were averaged to get an 
over-all score. 
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“moderately ineffective,” and one “very 
ineffective” (see Tables 1 and 2). These 
terms, then, are defined as particular nu- 
merical ratings on our five-point scale. 
This must be borne in mind because used 
alone they may convey to each reader a 
different image of the union-management 
relationship. The analysis will be devoted 
principally to these scales and the labels 
given to them. 


Ratings by Topic 

Table 1 indicates the ratings of the 37 
establishments of the sample on the six 
satisfaction items for each party. The 
main findings may be summarized as 
follows: 

(1) On three of the six items — job 
security (layoff and discharge), depth of 
union participation, and psychological 
climate —a substantial majority of both 
managers and unionists rated their joint 
relationship as moderately or very effec- 
tive. The job security evaluations indicate 
that the procedures now used in making 
layoffs and discharges are generally recog- 
nized as fair, especially by the unionists, 
a far cry from the situation of earlier 
decades when arbitrary action, especially 
by foremen, was a major concern. The 
widespread satisfaction with the depth of 
union participation suggests that most 
managements in the sample considered 
that the unions had not assumed roles 
which severely hampered management op- 
erations. Other data in our study indi- 
cated that management was generally free 
to make decisions, subject to the subse- 
quent filing of grievances, without prior 
union consent although advance notice or 
consultation was often required. The atti- 
tudes of the leaders of each side toward 
the other side predominantly indicated a 
moderately effective rating— not com- 
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Table 1 
ASSESSING EFFECTIVENESS OF RELATIONSHIPS — PARTIES’ SATISFACTIONS 
(n=37) 
Productive Worker Job Due Union Psychological 
Ratings" efficiency earnings security process participation climate 
M U M U M U M U M U M U 
1959 
5 2 24 19 5 16 18 13 9 21 12 5 3 
4 9 12 14 5 11 16 8 12 13 23 22 26 
3 8 1 3 8 7 2 13 15 3 2 9 8 
2 11 we 7 3 1 3 1 1 
1 7 1 12 
1955-56 
5 - 16 5 12 24 5 4 19 13 5 2 
4 21 és 16 4 11 10 15 14 14 21 18 28 
3 10 3 10 11 2 14 16 4 3 13 6 
2 2 10 2 1 1 3 1 1 
1 8 1 2 





*A rating of 5 means ‘‘very effective,’ of 4 “moderately effective,’ of 3 “‘just acceptable,” of 2 “‘moderately 


ineffective,’’ and of 1 ‘‘very ineffective.’’ 


plete enthusiasm but more than bare 
acceptance. In other words, the parties 
had learned to live with each other on 
a continuing basis but still had problems 
and differences. 


(2) The level of satisfaction with “due 
process” (the manner of grievance settle- 
ment) was somewhat lower than with the 
three items just discussed. Although only 
a few of the respondents were actually 
negative, almost half rated their establish- 
ments “just acceptable” or “moderately 
ineffective,” indicating that considerable 
improvement could be made in grievance 
handling. 

(3) The production efficiency and 
worker earnings items gave sharply differ- 
ent results from the others, with a sizable 
proportion of managers (especially in 
1959) rating the joint relationship as 
moderately or very ineffective on the 
former and an equally sizable group of 
unionists giving similar ratings on the 
latter. Perhaps we have here an indica- 





tion of the most urgently held goals of the 
two sides or at least of the most likely 
areas of conflicting interests. 

(4) On 8 of the 11 items, the satis- 
faction ratings were very much alike 
in 1959 and in 1955-56. The two due 
process ratings showed a shift upward 
from the moderately effective to the highly 
effective group but the large number in 
the just acceptable category was prac- 
tically unchanged. Management satisfac- 
tion with production efficiency appeared 
to decline substantially but we could not 
be sure how much of this was due to a 
slight change in the wording of the 


question. 


In Table 2 we present the ratings of the 
37 establishments of the sample on the 
five socially derived criteria. Of the five 
ratings, the establishments most closely 
approximate the societal goal in the avoid- 
ance of stoppages, but they also demon- 
strate a substantial accomplishment on 
the year-round steadiness of employment 
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Table 2 
SOCIALLY DERIVED CRITERIA OF EFFECTIVENESS 


(n =37) 

















. Avoidance Grievance 
Retines* 7 — of settlement Worker Steady 
any government without earnings employment 
stoppages : : “marae 
intervention arbitration 
5 30 11 17 3 22 
+ 4 ? 12 8 
3 7 13 11 9 1 
2 5 es 12 1 
1 4 9 1 5 
1955-56 
5 25 15 28 1 19 
4 pe 8 va 6 7 
3 9 5 7 12 3 
2 - 5 - 11 4 
1 3 4 2 7 4 





*A rating of 5 means ‘“‘very effective,’’ of 4 ‘‘moderately effective,’ of 3 ‘‘just acceptable, 


ineflective,’’ and of 1 ‘“‘very ineffective.”’ 


criterion. Grievance self-sufficiency is the 
one criterion in which there is a striking 
shift between the two years — enough to 
suggest that perhaps establishments are 
moving away from grievance  self- 
sufficiency. The establishments do only 
moderately well as measured by the 
societal goal of independence from gov- 
ernmental help. On the earnings cri- 
terion, the scores suggest that these par- 
ticular 37 establishments made a general 
advance in fringe benefits and did some- 
what better than their respective indus- 
try averages in 1959 as compared with 
1955-56. 


Ratings by Establishment 


Let us now look at the individual es- 
tablishments in terms of the scales taken 
as a group. Many students, at least by 
implication, have sought a single evalua- 
tion combining whatever individual evalu- 
ations they have considered important. 
On the other hand, the concept of con- 


” 


of 2 “‘moderately 


flicting interests might be taken to suggest 
that such a uniformity of ratings is un- 
likely. To put the issue in another way, 
Is there a tendency for establishments to 
fall into distinctive categories or types? 
For example, are there some which have 
effective ratings on all or most of the 
scales, some which have ineffective ratings 
on all or most of the scales, and some 
which are in the middle or just acceptable 
group? Or do individual establishments 
tend to vary widely on the several scales? 
If establishments do show dominant tend- 
encies, then we can speak with more as- 
surance of relationships which are very 
effective, moderately effective, and so on. 
Otherwise we must conclude that over-all 
characterizations of relationships are 
meaningless and that only characteriza- 
tions in terms of individual criteria are 
justifiable. 

To suggest some answers to these ques- 
tions, in Table 3 we grouped establish- 
ments, ranging from those with the high- 
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Table 3 
DISTRIBUTION OF SATISFACTION AND SOCIALLY DERIVED SCALE RATINGS BY ESTABLISHMENT 


























a Satisfaction Socially derived* 
“effective” Number of establishments Number of establishments 
— 1959» 1955-56° 1959 1955-56 
12 3 0 
11 5 2 
10 7 2 
9 7 11 
8 3 5 
7 5 6 
6 5 5 
5 1 4 2 2 
4 1 1 10 15 
3 0 0 11 9 
2 0 1 12 4 
1 0 0 2 5 
0 0 0 0 i * 
37 37 37 37 
Number of 
“ineffective” 
ratings 
12 0 0 
11 0 0 
10 0 0 
9 0 0 
8 0 0 
7 0 0 
6 0 0 
5 0 0 0 0 
4 2 2 0 1 
3 2 1 2 2 
2 10 6 8 10 
1 13 13 14 10 
0 10 15 13 14_ 
37 37 37 37 





“5 ratings per establishment (See Table 2). 


® 12 ratings — 6 management and 6 union per establishment (See Table 1). 
© 11 ratings — 6 management and 5 union per establishment (See Table 1). 
Note: ‘‘Effective’’ is defined as having a score of 4 or 5; “‘ineffective’’ is defined as having a score of 1 or 2. 


est total number of effective satisfaction 
scores down to those with the least, and 
a parallel tabulation based on the total 
negative satisfaction scores. The table 


contains also a similar tabulation for the 
societal scores. First it should be noted 
that most of the establishments are con- 
centrated in the upper half of both the 
satisfaction and the societal scales whereas 
none of the establishments had a majority 


of ineffective satisfaction ratings and only 
a few (three in 1955-56 and two in 1959) 
had a majority of ineffective socially de- 
rived ratings. The concentration of the 
establishments in the upper half of the 
scales is explainable on two grounds. 
First, the sample consists of what we have 
labeled “small city plant labor relation- 
ships” which we have found to be pre- 
dominantly “moderate joint participation” 
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relationships. (See our volume cited in 
footnote 8.) Second, the lower portion of 
most of the scales essentially reflects a 
disequilibrium situation. If there is a 
good deal of dissatisfaction on the part of 
one or both parties or if there are frequent 
work stoppages or below average earnings 
and hours of employment, forces to im- 
prove the situation are likely to be stimu- 
lated. In contrast a favorable situation 
is likely to be a comparatively steady one 
since the parties will be interested in 
perpetuating it. 

If we arbitrarily label as “uniformly ef- 
fective” the establishments which achieved 
effective ratings on at least 10 out of 12 
satisfaction scores in 1959 and 9 out of 11 
in 1955-56, we find 15 in each year or 
about 40 percent of the cases. A similar 
percentage is found for the societal ratings 
if we treat 4 out of 5 effective scores as 
“uniformly effective,” although the 1959 
percentage was somewhat below it and 
the 1955-56 somewhat above. 

An over-all rating can be developed by 
combining, for each establishment, the 
satisfaction and societal scores. By this 
method, about a fourth of the cases have 
at least 14 out of 17 effective ratings in 
1959 and 13 of 16 effective ratings in 
1955-56, omitting those with more than 
one ineffective rating. This is a substantial 
enough concentration to suggest that a 
single or over-all evaluation for some re- 
lationships may be useful. The majority 
of cases, however, did not reveal any other 
significant patterns. Although in a num- 
ber of cases management and union sat- 
isfactions differed, the differences were not 
sufficiently pronounced to justify a “gen- 
erally ineffective” label. 

It is also interesting that the amount of 
change between 1955-56 and 1959 for 
each relationship treated as a whole was 
rather small. The total number of those 


which were “uniformly effective,” for ex- 
ample, increased by only one, from nine to 
ten. Of the nine in the 1955-56 group 
only four held to this general rating; of 
the other five, one experienced slight rat- 
ing changes which just barely pushed it 
out of this category, two experienced 
somewhat more change, and two went 
through substantial shifts. The seven re- 
lationships with the lowest ratings also 
changed little — four remaining at about 
the same level and only one improving 
substantially. Of the 21 “in betweens” in 
1955-56, 14 remained in this category in 
1959 while five moved up into the “uni- 
formly effective” category and one fell 
into the bottom group. 

Achievement of a “uniformly effective” 
rating on the satisfaction criteria suggests 
that the standards of the parties are prob- 
ably moderate and not far apart. A sim- 
ilar rating on the societal criteria appears 
to be partly indicative of the same condi- 
tion (hence the avoidance of work stop- 
pages and the ability to conduct the rela- 
tionship without external assistance), but 
in addition it indicates a_better-than- 
average economic situation. Thus we con- 
clude that it is appropriate to apply a 
general satisfaction rating or even an 
over-all rating for some relationships. On 
the other hand, where the ratings on the 
various criteria are mixed, a general rat- 
ing does not appear appropriate because 
we found a wide variety of combinations 
and no consistent or meaningful pattern. 
In these cases, it is wiser to assess the rela- 
tionship on the basis of the separate cri- 
teria, at least until further research enables 
us to formulate additional and more com- 
plex assessment models. 

To be scientifically acceptable as meas- 
uring rods, scales must satisfy tests of reli- 
ability and validity. Broadly speaking, to 
meet the test of reliability, a scale must 
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yield the same or very similar results 
(within predictable limits) when reap- 
plied or when used by a number of differ- 
ent observers. The test of validity requires 
a demonstration, usually by check against 
some external but logically related crite- 
rion, that a scale actually measures what 
it is supposed to measure. Although we 
believe that most of the 17 scales used in 
this analysis reasonably satisfy these tests, 
we are not able to offer definite proof on 
the basis of the available data."° How- 
ever, the purpose of this article was not to 
justify a particular set of measures but 
rather to suggest an approach to assessing 
union-management relations which the 
scholars in the field have thus far ignored. 


CONCLUSIONS 


(1) It seems logical that assessment of 
the effectiveness of union-management re- 
lationships should be based on a variety 
of criteria, not one, in order to reflect the 
variety of interest groups involved in the 
accommodation process — the owners and 
managers, the workers and their organiza- 
tions, the consumers of the products or 
services and others in the general public 
who may be directly or indirectly affected 
by the process. These potentially contrast- 
ing criteria are not well developed in the 
literature either as concepts or as opera- 
tional tools; nor do the authors often indi- 
cate their sources. 


(2) Despite their limitations, the data - 


from our surveys tend to confirm the logic 
stated above on the need for varied cri- 





*A few reassuring clues are available. For 
example, a comparison of the “uniformly effec- 
tive” cases with the least effective establish- 
ments in the sample in terms of selected 
variables not used in the assessment criteria 
reveals some significant differences, e.g., the 
“uniformly effective” cases have lower griev- 
ance ratios and settle grievances faster. 


teria. Management and union leader ex- 
pressions of satisfaction and dissatisfaction 
with different aspects of their joint rela- 
tionships reveal varying evaluations within 
each group as well as between them. The 
satisfaction ratings also often differed 
from the ratings on the socially derived 
criteria, which in turn reflected important 
differences. 

(3) Our analysis suggests that if appro- 
priate data are secured, one should be 
able to generalize about the relative 
achievements of union-management rela- 
tionships on each of a number of opera- 
tionally defined criteria. Within our sam- 
ple, we found widespread satisfaction of 
both parties with the degree of union 
involvement in decision-making but sub- 
stantial disagreement between the parties 
on productive efficiency and worker earn- 
ings. We also found substantial achieve- 
ment of the societal goals of industrial 
peace and, to a lesser extent, of steady, 
year-round employment, but relatively 
poor showings on ability to function with- 
out the help of mediators and arbitrators. 
The latter may be indicative of society’s 
changing values. 


(4) In general there was a predomi- 
nance of ratings at the upper rather than 
the lower end of the scales. This is prob- 
ably due in part to the “small city plant” 
character of the sample and in part to the 
tendency of favorable situations to be 
steadier than unfavorable situations. The 
forces to correct an unsatisfactory condi- 
tion are likely to be stronger than forces 
to alter a satisfactory condition. 


(5) Most of the relationships in the 
sample did not reveal a uniform pattern 
of ratings on the various criteria used. 
However, the data indicate that a signifi- 
cant minority of union-management rela- 
tionships probably do achieve effectiveness 
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on most of the criteria, including those 
based on the participants’ standards and 
those derived from social standards. More- 
over, these cases showed a rather high 
degree of stability over time. It would 
therefore appear useful to investigate the 
characteristics of these “uniformly effec- 
tive” relationships to ascertain what polli- 
cies and practices of the parties and what 
environmental conditions led to the simul- 
taneous achievement of effective ratings 
on so many different criteria. 


(6) Despite the imperfections in the 
scales used in this analysis and the omis- 
sion of some important criteria, objective 
ratings of union-management relationships 
seem to be feasible and meaningful. Sub- 
stantial improvements in rating scales 


should be forthcoming from research de- 
signed to this end. Are such assessment 
tools worth the effort? We would answer 
the question in the affirmative for both 
practical and theoretical reasons. The 
practical answer is based on the widely 
accepted premise that every organization 
can do a more effective job of achieving 
its objectives if it has some good yard- 
sticks for measuring its performance. The 
theoretical answer recognizes the need for 
establishing objective scales which can be 
used for comparative descriptive and ana- 
lytical purposes, as a basis for testing hy- 
potheses relating to uniformities and dif- 
ferences in union-management relations 
and their determinants, and perhaps as an 
aid in public policy formation. 











A Critique of Long-Range Forecasting 


V Lewis Bassie 


We used to believe, “The future is ours!” 
Now we try to prove it to ourselves. To 
this end we have developed theories of 
economic growth and have made projec- 
tions of a large number of variables into 
the distant future. 

To some extent these theories and statis- 
tical constructs appear to be the products 
of emotion rather than of logic. Some 
analysts seem to find it a pleasant task to 
look ahead from our past successes into a 
still brighter future represented by esti- 
mates of more people, higher living stand- 
ards, and greater leisure for personal 
enjoyment. Others are driven toward the 
same outlook by fear of the Communist 
threat: the economy must make rapid 
progress, or else! No doubt these emotional 
reactions are founded upon at least a 
possibility of the outcomes envisaged. But 
the hopes and fears tend to exaggerate 
both the probabilities and the magnitudes 
of the events under consideration. 

In referring to these emotional elements 
which make for an improper approach, 
it is not intended to rule out the validity 
of serious efforts to solve the problems of 
planning for the future. What is impor- 
tant for this purpose is arriving at quanti- 
tative estimates that have a reasonable 
expectation of being realized under speci- 
fied conditions. To maximize the validity 
of any forecast or projection, the analysis 
underlying it should encompass a relatively 


complete set of causes and relationships. 
Failing this, it can specify only a possible 
outcome, and there may be no way of tell- 
ing whether this possibility has a suffi- 
ciently high probability to afford a suitable 
basis for action. 

If users of the forecast consider its prob- 
ability to be low, they are likely to dis- 
regard it as a basis for planning actual 
operations. In practical planning, oppor- 
tunity to adjust is usually preserved by 
distinguishing time horizons appropriate 
to various phases of operations. Business 
avoids the trap of planning too far ahead 
by restricting operating decisions to a 
shorter period, one that is ordinarily short 
enough to keep margins of error and pos- 
sible losses within reasonable limits. The 
long-range forecast or projection may play 
a role in this process as a kind of general 
goal toward which current operations are 
directed. Then, if temporary departures 
are not so large as to call in question the 
validity of the most distant projections, a 
helpful relation of long and short perspec- 
tives may prevail over the entire period in 
which plans are carried through to com- 
pletion. The techniques that provide a 
realistic analytical basis for long-term 
forecasts may thus be regarded as useful 
instruments for guiding operations toward 
desired results. 

Even when the problem is approached 
in these terms—as a serious effort to 
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spell out the bearing of known conditions 
and influences and not just as a kind of 
numbers game — it should be recognized 
that the results are necessarily dependent 
upon underlying assumptions, which im- 
plicitly or explicitly have to be made. At 
a minimum, these assumptions are in- 
tended to rule out certain contingencies, 
such as war, that might change the basic 
environment to such an extent as to make 
contemplated plans inappropriate. Some- 
times they go further and practically pre- 
determine the results. 

Once the necessary assumptions are 
adopted, it is generally easy to project 
from them to any future date, and any 
relevant qualifications on the results may 
then be ignored. Thus, one popular theory 
of growth’ assumes that each developing 
economy takes off from a traditional state 
of underdevelopment and thereafter pro- 
gresses indefinitely on a growth path that 
can be described by a compound interest 
curve. If cyclical and other irregularity 
is disregarded, an empirical foundation 
for this thesis exists in the experience of a 
number of countries reaching an advanced 
state of industrial development during the 
last two centuries. 

The historical record, however, bears 
substantial qualification as evidence for 
the thesis. First, the period covered is very 
limited in terms of the time spans relevant 
to social development. Second, most 
growth curves, including those that do not 
result in continuous progress, seem to con- 
form to the compound interest curve as a 
good approximation over some portion of 
the total time span by which their ultimate 
development will be revealed. And third, 
there can be no immediate means of estab- 
lishing that economies can progress indefi- 





*W. W. Rostow, The Stages of Economic 
Growth (Cambridge: Cambridge University 
Press, 1960). 





nitely according to this formula, or even 
that it is desirable for them to do so. Those 
who question the validity of unrestrained 
materialism can already point to such 
problems as metropolitan blight and traffic 
congestion as unfavorable omens for the 
future. 

This special case illustrates the difficulty 
common to all long-range projections. 
Each necessarily embodies limitations that 
are implicit in the techniques adopted or 
in the assumptions used to reduce the 
problem to manageable proportions. De- 
spite these limitations, many succeed in 
including enough valid analysis to lend the 
result a substantial measure of plausibility. 
The following discussion will review the 
methods used in arriving at some of the 
more widely accepted projections and will 
attempt to determine how well the causal 
factors relied upon, either individually or 
in combination, meet the necessary and 
sufficient conditions for a realistic forecast. 


POTENTIALS AS A BASIS FOR PLANNING 


Most of the actual projections that have 
been made cover periods ranging from 
five to fifteen years and assume full em- 
ployment conditions at the terminal date. 
There is really no way of knowing 
whether full employment will prevail at 
that date, and the analysts usually ignore 
this question. One need not cavil at this 
if deviations from the full-employment 
growth-path are to be only minor and 
temporary; it may not be stretching real- 
ism too far to leave minor recessions out 
of account. The possibility of a serious 
depression, on the other hand, raises a 
problem that cannot readily be dealt with. 
The customary “solution” is to abstract 
from this possibility. This may readily be 
done by citing the provisional character 
of the projections and pointing out that 
they are not forecasts. 
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To illustrate, the National Planning As- 
sociation, in its Long-Range Projections 
for Economic Growth: The American 
Economy in 1970, describes its projections 
as “tools for exploring economic poten- 
tials.” Businessmen report “using eco- 
nomic projections to give them a better 
‘feel’ for the circumstances of the future 

. and to guide them in long-range 
plans for investment in plant and equip- 
ment.” Other uses include those of the 
federal government, to whom “a _pro- 
jection is mainly a challenge: It shows 
a range of possibilities for fast or slow 
progress which depends in part on the 
adoption of effective governmental poli- 
cies.” As a basis for computation, the 
“estimates assume that there will be no 
major war or depression, either of which 
would wipe out existing economic plans 
and affect the underlying economic re- 
lationships.” 

Most of the analysts who have con- 
structed long-range projections in recent 
years operate on the basis of similar as- 
sumptions, though they are not always 
made explicit. Most are far less sophisti- 
cated than the National Planning Associa- 
tion, which considers the problem from 
various points of view. . 

Despite the efforts of the various ex- 
perts to distinguish between forecasts and 
projections, the distinction is often not 
maintained in practice. For example, a 
publication of the National Industrial 
Conference Board entitled Economic 
Growth in the 1960’s (May, 1960) refers 
to “current forecasts of output in 1970. 
...A so-called judgmental forecast of 
the National Planning Association points 
to $802 billion (in 1959 prices).” It 
seems clear that the distinction is impor- 
tant mainly to the expert himself and 
inevitably gets blurred in application. 

The primary significance of these pro- 





jections in recent years has been the indi- 
cation they provide of our failure to live 
up to our potentials. Growth since 1955 
has been little more than 2 percent a year, 
and various writers, mainly interested in 
public policy, have made estimates of the 
losses in production and employment that 
have already accrued from inadequate 
growth. 

One of the key issues, evidently, is 
whether or not estimates of potentials pro- 
vide an adequate basis for business plan- 
ning. What the businessman wants to 
know is not how high demand might be, 
but how high there is good reason for 
expecting it to be. He cannot plan for the 
maximum he and his competitors would 
be able to produce but only for his share 
of a probable total market. The counter- 
part of this attitude in economics is the 
commonplace concept known as effective 
demand. It has long been held that eco- 
nomic analysis must turn away from un- 
limited wants that have no claim on 
output and confine itself to the demand 
supported by ability to pay. Projections 
that are based on production capabilities 
alone necessarily ignore these qualifica- 
tions. 

Under these circumstances it would 
seem reasonable to expect projections to 
be made from the demand or expenditure 
side of the accounts. This, however, is not 
the case. Most of the projections look at 
the supply side alone. The most common 
procedure — ignoring minor variations for 
the moment — is to estimate future em- 
ployment, stipulate some rate of increase 
in productivity per worker, and derive the 
desired measure of aggregate output by 
multiplying these two factors. This pro- 
cedure not only makes for ease of compu- 
tation but automatically provides for full 
employment of the labor force, since the 
specified rate of unemployment is usually 

















44 QUARTERLY REVIEW OF ECONOMICS AND BUSINESS 


assumed to be an unavoidable minimum. 
As a rule, there is no attempt to extend 
the inquiry to the important point of 
showing that markets for this full em- 
ployment rate of output can reasonably be 
expected at the forecast date. 

The National Planning Association 
alone has seemed to recognize the im- 
portance of investigating this point. It 
begins its analysis by preparing a “basic 
expenditures model” constructed entirely 
in terms of anticipated demands. In the 
end, however, it discards this model, and 
utilizes the findings of this part of the 
analysis only for the light they throw on 
the distribution of expenditures in a series 
of eight other models leading up to a pre- 
ferred “judgment model.” The latter, 
which is presented as the best basis for 
planning, uses an over-all total derived by 
full-employment computations similar to 
those made by all the other long-range 
forecasters. In presenting this model, the 
NPA states: “In our judgment, it is highly 
improbable that the actual future situa- 
tion could fall outside the boundaries de- 
scribed by these eight models, assuming 
that war and a serious depression are 
avoided.” 

Thus the need for reconciling the po- 
tential supply with probable demand esti- 
mates has gone unsatisfied. That this 
leaves the businessman unsatisfied also is 
indicated by the experience of the NICB. 
Reporting in the Business Record for June, 
1960, it compares its own projections of 
gross national product based on the his- 
toric 3 percent rate of growth that has 
prevailed from the beginning of the twen- 
tieth century with those worked out by 
five other organizations or expert esti- 
mators. All of the latter exceeded the 
historic trend rate by substantial margins. 
The most moderate of the alternatives 
assume rates of growth in real gross na- 





tional product of about 3.5 percent a year. 
Rates in the intermediate group range 
from 4.0 to 4.5 percent; the NPA rate 
averages 4.2 percent. The highest esti- 
mates project rates in excess of 5.0 per- 
cent. Nevertheless, the response to the 
estimates derived from the historic trend 
has been so favorable that it “has 
prompted the Board to bring the figures 
up to date once again. . . .” 

An anomalous situation seems to have 
developed. All of the “experts” reject the 
trend projections in favor of computations 
that produce higher estimates. Many busi- 
nessmen remain skeptical and prefer the 
trends or other “conservative” estimates. 
Although the attitude of the latter may 
be attributed in part to a kind of cultural 
lag, it appears that the case presented by 
the former needs to be firmed up analyti- 
cally to the point where it will carry 
conviction. 


THE INADEQUACY OF TRENDS 


The reasons underlying the rejection of 
trend lines by the experts are both theo- 
retical and pragmatic. It has long been 
recognized that trend lines were merely 
empirical constructs and therefore lacking 
in the theoretical validity that could de- 
rive only from the continued operation of 
known causes. Time itself is not a cause, 
and observed causes operating in the past 
could not necessarily be depended upon 
in the future. Moreover, the results ob- 
tained from them were heavily dependent 
upon the period of years selected as the 
basis for computation. In practice, errors 
from extrapolating the trends into the 
future were common and often serious. 
With no guarantee against unfavorable 
results, logic dictated a shift to methods 
that focused on the analysis of the causes 
of economic growth and progress. 
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This logical basis for turning away from 
the older approach has been reinforced in 
recent years by intellectual and emotional 
rejection of the results which the trend 
lines produced. The reasons for believing 
that something more than the old rate of 
increase is possible are compelling. Two 
factors — the growth in the labor force 
and the increase in productive efficiency 
—are sufficient to make this perfectly 
clear. The facts relating to these two key 
variables constitute the basic logic of pro- 
jections derived in terms of supply condi- 
tions. 

One thing that has been assured by the 
postwar “baby boom” is a faster-than- 
average increase in the labor force during 
the 1960’s and 1970’s. In the 1950’s the 
increase in the civilian labor force aver- 
aged 720,000 a year, but in the 1960's 
increases are expected to average almost 
double this number, or about 1.3 million 
new workers a year. This expectation is 
well founded in current population sta- 
tistics, since all the children who will be- 
come new entrants into the labor market 
by 1970 are living today. 

The total labor force in 1970 is ex- 
pected to reach 86 million, an increase of 
13 million or almost 20 percent over the 
1960 total. To employ all these new work- 
ers would evidently require a faster rate 
of growth in output than that experienced 
in the 1950’s, which was already consider- 
ably above the long-term growth rate of 
3 percent. There is no available trend on 
the basis of past experience, therefore, that 
avoids the implication of increasing un- 
employment. 

In the view of most of the analysts who 
have made long-term projections, this 
implication is strengthened by expected 
improvements in productive efficiency. 
The future rate of increase in produc- 
tivity is usually assumed to be greater than 





the long-term average and in most cases 
even somewhat more than the rate experi- 
enced in the first postwar decade. This 
implies that the acceleration in output 
needed to employ the expected number 
of workers will be magnified as each 
worker is enabled to gain a greater in- 
crease in output year by year than it was 
possible to realize in earlier decades. 

Since there is obviously wide scope for 
differences in judgment concerning the 
effects of changing technology on the effi- 
ciency of the working force, the necessity 
for adopting this kind of assumption is 
not at all clear. A high estimate clearly 
complicates the problem, since the re- 
quired full employment output for which 
demand must be found is correspondingly 
expanded. Nevertheless, most analysts 
seem to feel that it is better to be opti- 
mistic on this point rather than the 
reverse. 

In some accounts, there seems to be a 
kind of striving for power, and since the 
problem of unemployment has been as- 
sumed away, the full power of the econ- 
omy is better displayed in the higher 
estimates. This seems implicit, for ex- 
ample, in the Fortune article of April, 
1959, which presented projections of a 
$750 billion economy in 1970 and on this 
basis congratulated us because “the pro- 
spective increase in American production 
in the 1960’s is almost as much as the 
total current national production of the 
Soviet Union and West Germany com- 
bined.” 

A fairly extensive literature has been 
written to justify belief in a rapidly de- 
veloping technology. The theoretical basis 
most commonly relied upon in these writ- 
ings derives from the large and rising 
volume of research and development ex- 
penditures. From these is expected to flow 
an endless stream of economic innova- 











tions. New products will both stimulate 
demand and require new techniques and 
facilities for their production. New proc- 
esses will not only be more efficient but 
will require heavy investment in new 
plant and equipment. Automation will 
presumably relieve men from the necessity 
for performing routine operations. 

Recent reports generally place the an- 
nual volume of research and development 
expenditures at well over $10 billion. In 
making comparisons with the past, it is 
usual to state the present as a multiple of 
some earlier level. Analysts in this field 
point out that there are serious discon- 
tinuities in the data, that fashions have 
changed and much of the increase repre- 
sents reclassification of other activities into 
the research category, and that the data 
therefore lack comparability with earlier 
periods.? No one, however, quarrels with 
the basic fact that there has been a tre- 
mendous expansion of research as com- 
pared with any earlier period, and the 
demonstrated results of such activity in 
the last decade afford ample assurance 
that it is a force to be reckoned with. On 
this basis there is clear justification for 
projecting at least a moderately higher 
rate of productivity increase than that ex- 
perienced in prewar years. 

What seems well established is that the 
potentials for rapid growth exist. To 
realize those potentials, past rates of 
growth in output must be exceeded. The 
alternative is the persistence of excessive 
unemployment. Since this alternative is 
considered unacceptable, the trend ap- 
proach “must” be rejected. The expert’s 
pragmatic appraisal of policy goals thus 
confirms the lack of validity dictated a 





* See David Novick, “What Do We Mean by 
Research and Development?” Illinois Business 
Review, Vol. 16, No. 10 (November, 1959). 
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priori by scientific logic. A shift in pro- 
cedures is therefore justified. 

The reasoning supporting this shift in 
procedures, however, has only negative 
validity. It cannot perform the positive 
function of demonstrating the validity of 
any alternative procedures adopted as a 
substitute. The suitability of any of the 
latter has to be established independently. 
Specifically, in the present instance, there 
is a need to demonstrate that potentials 
will not be frustrated or modified by 
insufficiency of demand. 


POPULATION AND CONSUMPTION 
EXPENDITURES 


The first question is whether there is 
any automatic process by which a growing 
labor force may be assured of the demand 
needed to take its product off the market. 

Some demand for output is created by 
the workers themselves, in their role as in- 
come earners and consumers, but there is 
no indication that consumption expendi- 
tures can provide the requisite market 
expansion. It might be said that, as a first 
condition for this, the average real in- 
come of the worker must rise as fast as 
productivity, and this condition has essen- 
tially been met in our economy. But it is 
not the sole condition. Other factors are 
more direct determinants of the demand 
for nonconsumption output. So total out- 
put may not rise fast enough even when 
the working force generally is making a 
vigorous contribution by seeking to ex- 
pand its living standards at a fully ade- 
quate pace. 

The point may perhaps be better un- 
derstood when considered from the stand- 
point of money flows. Consumption can- 
not create its own market because there 
are leakages from the income stream, in 
the form of corporate withdrawals, taxes, 
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and savings. Unless nonconsumption ex- 
penditures, corresponding to the portion 
of income saved or otherwise withdrawn, 
are in ample volume, the full-employment 
level of output cannot be achieved. 

Some of the long-range forecasters side- 
step this difficulty by employing any or all 
of the following assumptions: that busi- 
ness will invest more in relation to its 
retained profits and reserve charges; that 
government will incur substantial deficits 
even in periods of prosperity; and that the 
propensity to consume will rise. Each of 
these assumptions has reference to institu- 
tional change that might occur but is far 
from being assured. The whole procedure 
is at best highly speculative. With specific 
reference to consumer behavior, the avail- 
able data suggest a rather remarkable 
stability in the ratio of savings to income 
—except for periods of war and depres- 
sion — and afford little warrant for ex- 
trapolating any decrease into the future.* 

Many experts look to population 
growth as an autonomous stimulus to con- 
sumption and to over-all activity. The 
autonomous elements are of two kinds: 
the first consists of the immediate increase 
in consumption expenditures deriving 
from an increase in sheer numbers alone; 
the second consists of the induced outlays 
of business and government which are 
necessary for the production of various 
kinds of goods and services that ultimately 
meet consumer needs. 

The direct contribution of population 
growth to consumer expenditures is 
limited to certain kinds of items, all of 
which are in the nature of necessities. 
Food consumption depends on the num- 
ber of mouths to feed; haircuts on the 

*See Raymond Goldsmith, A Study of Sav- 


ing in the United States, Vol. 1, Ch. 3 (Prince- 
ton: Princeton University Press, 1955). 








number of heads to trim; medical services 
on the number of patients to treat. These 
and other items in the consumer budget 
which behave similarly — such as gasoline, 
electricity, and repair services — are insen- 
sitive to changes in income. They tend to 
establish fixed claims on income, reducing 
the consumer’s discretion in making pur- 
chases. This changes the distribution of 
expenditures through time and makes pur- 
chases of durable goods more volatile. 
The latter are also affected adversely in 
another way, more slowly and continu- 
ously, by accumulating stocks, an effect 
that may be thought of in terms of market 
saturation. 

The second way in which population 
creates demand for production is indirect 
and does not appear in the consumer 
sector. Indirectly, population growth in- 
duces innumerable investment projects — 
including houses, factories, schools, hos- 
pitals, and shopping centers — and it calls 
forth the expansion of government services 
in such essential areas as education, traffic 
control, and police and fire protection. 
These are the areas in which the noncon- 
sumption expenditures needed to main- 
tain growth must be sought, and they will 
be considered further in the following 
pages. 

Two additional points should be noted. 
First, population is not an entirely auton- 
omous factor but is itself affected by 
economic developments. Marriage and 
birth rates react with some lag to fluctua- 
tions in employment and income. In the 
1930’s, the number of people increased 
only half as fast as the usual rate expe- 
rienced earlier in our history and more 
recently in the period since the end of 
World War II. Nobody now expects the 
behavior of our people to change so much 
as to bring the growth in population to a 
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halt within any reasonable period ahead. 
But the rate of expansion could certainly 
be much slower. 

The second point arises from this vari- 
ability in rate of growth. Many of the 
economic contributions of population 
change are not tied to the total head 
count but to its rate of increase. For 
example, new school rooms have to be 
provided each year for the increment in 
children of school age but not for the 
total number in those age groups. When 
the total number is stable, the number of 
school rooms may also be kept steady. If 
the annual increases should diminish, re- 
quired new investment in school rooms 
and related facilities would fall even 
though the total head count were still 
growing. The same is true of other types 
of structures, equipment, and durable 
goods, whose demand derives from popu- 
lation growth. 


PRODUCTIVITY, PRICES, AND UNEMPLOYMENT 


The other main source of economic ad- 
vance, which provides most of the margin 
for higher per capita income, is rising 
productivity. Gains in efficiency have 
through most of the past contributed more 
to total output than have increases in the 
labor force, and there is every reason to 
believe this will continue to hold good in 
the future. It is possible, therefore, to 
project a high rate of productivity in- 
crease and match it with a correspond- 
ingly high rate of increase in income and 
consumption. The picture can then be 
rounded out with the high research and 
investment expenditures needed to ensure 
the advance in productivity. 

Models of this kind present a seemingly 
consistent picture of fast economic devel- 
opment. The trouble with them is that 
they tend to be analytically superficial. 


QUARTERLY REVIEW OF ECONOMICS AND BUSINESS 


Economic growth is a complex phenome- 
non, requiring balanced development in a 
number of key variables. Unbalanced 
movement in any of these variables tends 
to swing the economy off the growth path 
into a cumulative boom or contraction. 
Even with steady technical progress and 
assured ultimate markets, it is difficult to 
avoid spurts of innovation, like those 
described in Schumpeter’s account of the 
business cycle. 

For this reason, there is no sound basis 
for projecting an advance on the basis of 
one or even several of these variables 
without considering the others. When the 
question is asked, “Can we assume just 
any rate of productivity and income in- 
crease?” there is no logical way to justify 
an affirmative answer. 

Achieving the advance in productivity 
requires, of course, improvement in the 
ideas and skills of the working force, but 
more directly, as a rule, it brings new 
processes into use and requires the instal- 
lation of new equipment. The counter- 
part of the gain in efficiency is greater 
output at lower unit cost. Since capital 
investment is usually increased, the saving 
in cost takes the form of eliminating labor 
inputs and thus effecting a reduction in 
payroll expense. In other words, workers 
are displaced by machinery and, in the 
first instance at least, employment is re- 
duced. This is the problem of tech- 
nological unemployment. 

Fortunately, as the constantly repeated 
history of industrial development reveals, 
the difficulties created by this kind of 
development have always proved to be 
comparatively short-lived. Partly because 
production in large volume at low cost 
has tended to expand the over-all market, 
new job opportunities have opened up 
and full employment has been restored. 
The ultimate outcome was seemingly a 
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net gain for all. What is overlooked in 
this happy account of long-term develop- 
ments is that the temporary difficulties of 
the workers were not necessarily without 
longer-term effects. 

The speed of technical change is of 
critical importance in determining its con- 
sequences for short-run unemployment. 
Automation and other devices for acceler- 
ating change may leave employment, and 
therefore the consumer market generally, 
out of balance with industrial capacity. 
This reacts on new investment and may 
turn the slowing of growth into an actual 
decline. Such a reversal in business affects 
all sectors of the economy and its effects 
may never be fully overcome. It cuts into 
the funds available for business operations 
and, if prolonged, also diminishes the re- 
search expenditures from which the 
technological advance and productivity 
growth derive. 

When the cyclical interruptions are con- 
sidered in conjunction with the long-term 
trend, it is seen that the advance in 
productivity tends to be self-limiting. 
Basic processes of adjustment in the 
economy are too burdened with frictions, 
impediments, and lags to permit the co- 
ordinated interaction that would be re- 
quired for the most rapid advance. The 
rate of increase in productivity must con- 
form, not to a maximum, but to an 
optimum. 

In the older theory of economics, un- 
employment could not persist for long, 
because the decline in wage rates would 
expand the demand for labor. Although 
there is still some wistful yearning for the 
good old days when wages could decline, 
nobody considers this a serious possibility 
any longer. Now wages are simply held to 
be inflexible on the downside. The most 
widely accepted view is that wage rates 
move like a ratchet, in one direction only, 


and when they are not moving they simply 
hold steady at the furthest point already 
reached. 

It might be thought that the upward 
push of money incomes could itself be fast 
enough to bring about the expansion of 
demand needed for full employment oper- 
ations. Most economists reject this possi- 
bility because any increase in wage rates 
in excess of the increase in productivity 
tends to be dissipated in rising prices. 

In summary, it is futile to project 
excessively high increases in either pro- 
ductivity or money income. The rise in 
real income is limited by the rise in pro- 
ductivity, which in turn is limited by the 
processes of adjustment through which 
new opportunities for employment are 
opened up in the economy. Moreover, 
when technological unemployment has 
put in an appearance, there may be no 
plausible redistribution of the available 
income to ensure realization of the aggre- 
gate that is potentially possible. In short, 
there is nothing in the processes of income 
increase or income distribution to ensure 
growth of demand in the consumer sector 
to correspond with the economy’s produc- 
tion potential. For the best growth in 
consumer spending, it is necessary to have 
adequate, continuous advances in the 
nonconsumption sectors of the economy. 


THE PROBLEM OF PRIVATE INVESTMENT 


Gross private domestic investment is 
usually regarded as “the generator of 
growth.” Actually, it is not a single entity 
but a combination of diverse elements, 
which are ordinarily classified into three 
major types: business outlays for new 
plant and equipment, changes in business 
inventories, and residential construction. 
Each of these—as well as many subsidiary 
parts within these subtotals — is governed 











by different characteristics relating to am- 
plitude, timing, and response which make 
for great differences in their comparative 
behavior during specific periods of time. 
Nevertheless, certain underlying principles 
apply to the determination of expendi- 
tures in each case and these tend to make 
their behavior cyclical rather than stable 
in pattern. They can be fitted into equi- 
librium growth models on the basis of 
certain assumptions, but in the real world, 
they seldom conform to the stable growth 
trends laid out for them in such models. 

The most important of the three — 
plant and equipment expenditures — 
plays a multiple role in the growth 
process. This kind of investment is 
needed, first, to make the advances in tech- 
nology effective in the production process ; 
second, to bring the capital stock into line 
with production requirements; and, third, 
to absorb the savings that accrue from 
high incomes. 

In the first of these roles, the expendi- 
tures are usually regarded as autonomous. 
That is, certain kinds of new facilities are 
required to take advantage of new dis- 
coveries and the necessary expenditures 
are likely to be made without regard to 
anything else going on in the economy at 
the time. But in fact the processes of 
innovation generally depend upon favor- 
able conditions. Some changes are so im- 
portant in their own right that they will 
be undertaken even in depressions, but 
these are a relatively small portion of the 
total. They set a lower limit to the 
cyclical decline, but the cyclical peaks are 
achieved when conditions are ripe for a 
concerted movement to put accumulated 
knowledge to use. 

The second role of investment — pro- 
viding the facilities needed for productive 
operations — is decisive for the bulk of all 
investment. It is important to understand 
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in this connection that the relationship of 
investment to the demand for output is 
indirect. To obtain the output, what is 
needed is capacity, that is, an appropriate 
stock of capital goods, and not any par- 
ticular rate of output of capital goods in 
the current period. Net investment is 
needed to change the capital stock when 
additional capacity is required to meet an 
increase in market demand, but the im- 
mediate determinant of the amount of 
investment needed is the indicated in- 
crease in the capital stock, and if the 
capital stock happened to be excessive at 
the moment, no net investment at all! 
might be needed. 

Over the longer term, the capital stock 
has to be brought into line with produc- 
tion requirements. The only relevant cri- 
terion in making long-run projections, 
therefore, is the aggregate capital stock at 
the target date, and the investment to be 
undertaken in the interim has to be at the 
rate needed to bring the current capital 
stock to the target level. If capacity is 
deficient at the starting date, the interim 
rate of investment will be correspondingly 
increased; if it is excessive, the rate of 
investment during this period will be cor- 
respondingly depressed. 

Hence, from any given starting position, 
there is no necessary connection between 
changes in the rate of investment and in 
population, employment, production, or 
consumption. Reasonable assurances of 
large increases in the latter variables af- 
ford some assurance of a corresponding 
increase in the capital stock but not neces- 
sarily in the rate of investment. Actually, 
some upward drift in gross investment is 
likely, because replacement tends to in- 
crease with the growth in the capital 
stock. But once net investment reaches 
the peak rate required to support the ad- 
vance in capital stock, it is likely to level 








A CRITIQUE OF LONG-RANGE FORECASTING 51 


off, and its leveling tends to slow the rate 
of over-all economic growth. This has 
been the experience since 1955. Further- 
more, if investment should overcarry and 
reach a rate that advances the capital 
stock too fast, a reversal will set in. As 
capacity expands and becomes excessive, it 
forces a cutback in the rate of new invest- 
ment, with repercussion on income and 
employment throughout the economy. 

This cyclical influence is exhibited in 
investment’s third role, in which it appears 
as an Offset to the savings that accrue 
from high incomes. There is nothing to 
force investment into equivalence with 
any particular rate of saving. Rather, the 
processes of adjustment force saving into 
equivalence with the rate of investment, 
because over-all income must change in 
such a way as to bring savings into line 
with investment. 

To summarize this discussion in another 
way, it may be said that investment has its 
own determinants. Primary among these 
is the basic objective of investment ex- 
penditures. This objective is not to pursue 
some steady course, not to increase in 
proportion to something else, but to create 
new productive facilities. To some extent 
it will do this independently, at some 
minimum level determined by changing 
technology. More generally, it will do so 
to meet the over-all need for capacity, and 
this gives it a pattern of causation differ- 
ent from that of over-all production. The 
interactions between the capital stock and 
the flows of production and investment — 
which it supports and by which it is cre- 
ated — tends to put investment, and to a 
lesser extent the economy generally, on a 
cyclical course. 


GOVERNMENT PROGRAMS 


The expansion of government programs 


is the remaining great source of power for 
economic growth. Most analysts, however, 
are reluctant to load their models too 
heavily with government spending and 
deficits. There seems to prevail a fairly 
healthy respect for the dangers inherent in 
excessive reliance on government action. 
These dangers may be described, on the 
one hand, in terms of instability — the 
“evils of inflation and deflation” — and, 
on the other, in terms of the changes that 
might be wrought in the social and politi- 
cal structure of the economy by intemper- 
ate measures. Hardly anybody would 
recommend, for example, that the govern- 
ment should take over the entire function 
of investing in capital goods; but to push 
the economy up to full employment might 
imply investing in such goods to the extent 
that private industry could never fully 
regain this function. These fears are an 
indication in themselves why it is difficult 
to get specific measures for combating 
recession approved by both houses of 
Congress and the White House; and if 
this is true of measures for combating 
recessions, it is far more so of measures for 
pushing the economy up into new high 
territory. 

The full-employment problem belongs, 
of course, to the federal government alone. 
In most long-range projections, however, 
state and local government units are also 
made to carry a heavy burden. We have 
experienced 15 years of postwar prosperity 
in which state and local purchases of 
goods and services rose without interrup- 
tion and federal purchases rose almost as 
fast though not so steadily. It would 
seem that anything so consistent for 15 
years could hardly be less than inevitable. 
But isn’t this relying on trends not unlike 
those that were rejected in the first place? 

The weak point in this onward-and- 
upward philosophy is that government 








spending must also follow rules and pat- 
terns, and this is especially true of state 
and local governments. These smaller 
units have been responsible for most 
public works expenditures in recent years 
and for close to 80 percent of all public 
construction. The principles controlling 
public works are not essentially different 
from those controlling private investment. 
Projects are needed for a specific purpose, 
and once the rate of building rises to the 
volume needed to advance that purpose 
satisfactorily, no further increases will be 
called for. Some are tied to population 
growth; the illustration of the need for 
school rooms has already been cited. 
Many of the facilities provided by state 
and local construction are tied to the 
housing boom; these include streets, sewer 
and water systems, fire stations, and 
recreation facilities. They cannot be ex- 
pected to go on up by themselves. Like 
business plant and equipment, they must 
be built during the prosperity years when 
people want them and not in any subse- 
quent period when they might better meet 
economic needs. The interstate highway 
program is an even more extreme case. It 
has a definite goal in view. Once that 
goal is achieved, construction could drop 
all the way to the level of maintenance. 

State and local purchases of services are 
likely to rise more steadily, but for these 
it is considered bad business to rely on 
deficit financing. In fact, only a fraction 
of the public works program is financed 
on a deficit basis. The increases in taxes 
relied on to avoid deficit financing are a 
direct offset to new expenditures. Expan- 
sion of state and local services financed 
by the usual types of taxes can be expected 
to provide little if any economic stimulus 
for further growth. 

In the case of federal spending, the issue 
turns heavily on military programs. Since 
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the start of the Korean War, these ex- 
penditures have fluctuated between $40 
billion and $50 billion a year. They are 
determined in large measure independ- 
ently of economic conditions, though there 
has been some tendency to expand them in 
periods of recession. Their future course 
is unpredictable. If they get large enough 
to force full employment, growth models 
become irrelevant. If peace eventuates, 
the problem will be to maintain, not to 
increase, federal programs. 

Some forecasters propose to substitute 
federal public works for defense spending 
when the opportunity arises. To get large 
public works approved in a prosperity 
period will be difficult. Others hope to 
get a large stimulus by cutting taxes. No 
doubt the multiplier could be made to 
function more vigorously in this way. But 
the tradition of budget balancing is strong. 
It calls, in particular, for surpluses in 
times of high activity and not for deficits. 
Furthermore, the attempt to force full 
employment by means of large deficits may 
eventuate in instability that would defeat 
the purposes of growth planning. 

Still, there is no need to be overly pessi- 
mistic about this. The trend in govern- 
ment spending has been generally upward 
and it is not unreasonable to add some- 
thing more. What is of primary impor- 
tance, however, is the quantity to be 
added, and it is not easy to make the 
increment large enough without arousing 
strong opposition. 


ADJUSTING POTENTIAL TO DEMAND 


This brief review of the major sources 
of demand reveals that nowhere in the 
economy is there any assurance of ex- 
penditures sufficient to support future 
operations at the maximum level of pro- 
duction possible as a result of expected 
gains in the labor force and productivity. 
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In view of this, the procedure used by 
many forecasters of cooking up large num- 
bers by reference to a few factors on the 
supply side of the picture appears to be 
unrealistic. Demand is not created by 
mere ability to produce. The inadequacy 
of the trend lines that have been rejected 
by these forecasters is merely replaced by 
another kind of inadequacy. Lack of 
validity is not remedied, and potential 
users of the estimates are not convinced. 

This dictum obviously does not resolve 
the dilemma of the long-range forecaster. 
The procedures available for projecting 
demand, category by category, do not 
produce numbers anywhere near so large 
as those obtained by projecting total 
supply. Nevertheless, they can be made 
respectably high, as indicated by the Na- 
tional Planning Association’s basic ex- 
penditures model. This model, corrected 
only for overstatement of inventory 
change, gives an estimated 1970 gross na- 
tional product of about $700 billion in 
1958 prices, or roughly $725 billion in 
1960 prices. The rise of $220 billion from 
1960 is more than 40 percent, and is 
equivalent to an annual rate of increase 
of 3.7 percent. The basis for the specific 
estimates included in this total is generally 
optimistic, but this does not seem inappro- 
priate in a model that is supposed to 
represent the operation of the economy 
under prosperity conditions. 

This rate of advance may appear far 
from optimistic, in fact, frustratingly low, 
to the forecaster who sees technology 
marching on, improving our efforts year 
by year. Peak rates of productivity in- 
crease, combined with established working 
hours, make possible much greater prog- 
ress. The NPA, faced with this dilemma, 
decided to use its judgment in increasing 
various types of expenditures above the 
levels it could reasonably justify. But this 


does not solve the problem; it merely 
avoids the necessity of making a full rec- 
onciliation on a basis that gives due 
weight to evidence of an unfavorable 
nature. 

Does this mean we inevitably face high 
and rising unemployment? Clearly, it is 
not necessary to accept so gloomy a pros- 
pect if one is not overly impressed with 
the necessity for reaching the sky. The 
rate of advance in productivity is not 
sacrosanct. The fast advance of the post- 
war period reflects the special circum- 
stances of the situation— backlogs of 
demand and of employment opportunity, 
freedom to utilize accumulated knowledge 
and resources, and concentration of de- 
mand in areas of high productivity. Cycle 
and trend were then working together, but 
the cyclical components have now been 
worked off. So it is not unreasonable to 
make the more conservative assumption 
that productivity will drop back toward 
the rate experienced over the longer 
period since the beginning of the century. 
On the other hand, the advance of pro- 
ductivity cannot be halted so long as our 
research programs continue to pay divi- 
dends. The facts do not suggest any 
necessity for being uncompromising on 
one side or the other. 

Furthermore, there is one place where 
it is possible to effect a reconciliation 
without any strain on credulity and that 
is in the estimate of average hours of 
work. A downward adjustment of work- 
ing hours may cut average income some- 
what but it does not involve the unavoid- 
able deflationary effects of outright 
unemployment. Also, since working hours 
are an alternative factor in the set that is 
multiplied together to get total output, 
any reduction helps eliminate the need to 
minimize the rate of productivity increase. 
Past experience suggests that the long- 








term decline in hours of work may be a 
significant part of the adjustments by 
which growth has constantly been restim- 
ulated through the entire history of the 
economy. 

If a reconciliation is accomplished in 
these terms, it is possible to present a pro- 
jection of the economy into the future that 
is analytically sound in taking account of 
all the evidence for or against progress 
and in integrating it as completely as the 
facts and relationships of the current sit- 
uation permit. This does not mean that 
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events must ultimately prove it correct. 
Certain contingencies that are ruled out 
may emerge. Wholly unforeseen sources 
of variation may put in an appearance. 
We may fall short of even these not-too- 
optimistic estimates for periods within the 
total period over which the projection 
reaches. But it will still give an impressive 
picture of our opportunities for growth — 
one that is more plausible to the practical 
planner by fitting more closely the precon- 
ceptions of his short-run operating de- 
cisions. 








The American Approach to Foreign Aid 


and the Thesis of Low Absorptive Capacity 


(Illustrated by Reference to Nigeria) 


Sayre P. Schatz* 


This article sets forth two propositions. 
The first is that United States sponsored 
economic aid programs have been too 
narrow because the programs are intended 
to promote private enterprise economies 
in the underdeveloped countries and also 
that this orientation has curtailed the util- 
ity of our efforts to aid underdeveloped 
countries and has therefore necessitated a 
gradual broadening of our approach. The 
article supports this proposition largely by 
examining the nature and evolution of the 
aid programs themselves rather than by 
examining in detail their actual operation. 

The second proposition is that despite 
the liberalization of the aid programs, they 
are still seriously constricted by excessive 
reliance upon the profitability criterion as 
expressed in the doctrine of inadequate 
absorptive capacity. The article examines 
the limitations of the absorptive capacity 
concept by considering its applicability in 
one country, Nigeria. Nigeria has been 
chosen because it is generally considered a 
key country in emerging Africa and be- 





* The author wishes to thank his colleague, 
Harvey Levin, and Ashley Schiff of the Uni- 
versity of Southern California for their com- 
ments, and the Ford Foundation for enabling 
him to work for a year at Boston University’s 
African Research and Studies Program during 
which time some of the material for the article 
was gathered. 


cause it is a country with which the author 
is familiar. 


THE BROADENING OF AMERICAN AID 
PROGRAMS 


The original Point Four program had 
two facets. The first was an attempt to 
make the economy of the recipient nation 
ready for and receptive to development — 
“to create conditions in which capital in- 
vestment can be fruitful.” This was to be 
achieved by American governmental pro- 
vision of technical assistance. The second 
facet concerned investment itself. While 
the provision of overhead capital was con- 
ceived of as a responsibility of the govern- 
ment of the economically underdeveloped 
area, the development of the rest of the 
economy, i.e., of directly productive activ- 
ities, was to be achieved through private 
investment. President Truman thus stated 
that “private sources of funds must be 
encouraged to provide a major part of the 
capital required. . . All countries con- 
cerned with the program should work to- 
gether to bring about conditions favorable 
to the flow of private capital.”* And the 


* The first two phrases quoted in this para- 
graph are from President Truman’s Message to 
the Congress on Technical Assistance, June 24, 
1949. 
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influential Gray Report stressed: “Private 
investment should be considered as the 
most desirable means of providing capital 
and its scope should be widened as far as 
possible.”* Reliance on private investment 
as the chief engine of development im- 
plies, of course, the existence of a private 
enterprise economy. 

Congress has also consistently expressed 
itself in favor of an organization that 
“would encourage the growth of enterprise 
under the private control and manage- 
ment that has proved its strength and 
dynamic thrust in the United States, 
instead of encouraging the further en- 
croachment of Government operations 
upon fields to which that form of control 
is ill-adapted.”* This approach is em- 
bedded in our laws. Thus the Act for 
International Development states: “The 
participation of private agencies and per- 
sons shall be sought to the greatest extent 
practicable.” The International Coopera- 
tion Administration is similarly oriented. 
“Under the law,” testified Douglas Dillon, 
at that time Under-Secretary of State, 
“ICA has been directed to use private 
channels as much as possible and to em- 
phasize private channels.”* All the aid 
program laws have several provisions con- 
cerned with preference for private invest- 
ment.® 

The international programs to which 
we are willing to allot most of our funds 
are also those which are private enterprise 
oriented. The International Bank for Re- 
construction and Development, the Inter- 





*“Report to the President on Foreign Eco- 
nomic Policies,” published in the New York 
Times, November 13, 1950. 

*U.S. Senate, Committee on Foreign Rela- 
tions, Technical Assistance: Final Report, 85th 
Cong., Ist Sess. (1957), p. 121. 

*U.S. Senate, Committee on Foreign Rela- 
tions, Hearings, Mutual Security Act of 1960, 
86th Cong., 2nd Sess. (1960), p. 78. 
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national Development Association, and the 
International Finance Corporation are all 
intended, as Assistant Secretary of the 
Treasury Upton said of the first two, 
“definitely to encourage private enter- 
prise.”® At the same time, the United 
States and the other chief donor nations 
have been unwilling to allot substantial 
funds to the United Nations economic aid 
programs because under this organization 
as it is now composed, they feel they may 
not be able to control the orientation of 
the programs. 

Near the end of his term, President 

Eisenhower reaffirmed our foreign aid em- 
phasis on private investment and private 
enterprise. 
The only real investment that is going to flow 
into countries that will be useful to them in 
the long term is private investment. It is 
many times the amount that can be put from 
the public coffers. And normally, the public 
loans are made so as to encourage and make 
better opportunities for the private invest- 
ments that follow." 


As our aid programs went into effect, it 
became evident that they were too nar- 
rowly conceived, and we found it neces- 
sary step by step to broaden our concep- 
tions. The original Point Four emphasis 
on technical assistance and private invest- 
ment resulted, despite American invest- 
ment guarantees and other efforts, in only 
a small volume of direct private American 
investment in poor economies, except for 
a few favored by large petroleum or other 
mineral resources. Portfolio investment 





*U.S. Senate, Foreign Relations Committee, 
Technical Assistance, pp. 119-20. 

*U.S. Senate, Committee on Foreign Rela- 
tions, Hearings, International Development As- 
sociation, 86th Cong., 2nd Sess. (1960), p. 22. 

"New York Times, July 7, 1960, p. 6. 
Though it is too early to say definitely, it does 
not appear to this writer that the Kennedy 
Administration intends to change this basic 
orientation. 














constituted an even smaller flow to the 
underdeveloped economies, and domestic 
private investment in most poor countries 
added a mere trickle. 

It was realized that both facets of our 
foreign aid approach needed reinforce- 
ment. With respect to the first facet, we 
recognized that providing a foundation for 
further productive investment required far 
more than technical assistance; it required 
funds to pay for the construction of rail- 
roads, harbors, hydroelectric projects, 
multipurpose dams, and other overhead 
capital which would not be undertaken by 
private investors. Thus, while we contin- 
ued to provide technical assistance, em- 
phasis shifted to the direct provision of 
loan capital for public projects. The In- 
ternational Bank for Reconstruction and 
Development (a multilateral organization) 
and the Export-Import Bank (an Ameri- 
can one) were the chief agencies in pro- 
viding such loans. Loans were extended 
for projects which were self-liquidating 
and which also promised to generate 
enough foreign exchange earnings to cover 
repayment in hard currency. Interest 
charges had to be high enough to cover 
the competitive interest rates paid by the 
lending agency for the funds it reloaned 
plus administrative expenses and the ac- 
cumulation of reserves. 

It was eventually realized that these re- 
quirements were also too restrictive. The 
self-liquidating and  foreign-exchange- 
producing stipulations limited the kinds 
of projects that could qualify; many that 
were fundamental for economic develop- 
ment were excluded. Consider, for ex- 
ample, an irrigation project to be used to 
increase the production of domestic food- 
stuffs sorely needed for an adequate level 
of nutrition, which in turn is necessary for 
increasing productivity and raising human 


performance generally. Since such a proj- _ 
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ect would generally neither earn foreign 
exchange nor be financially self- 
liquidating, it would not ordinarily qual- 
ify. Under-Secretary of State Douglas 
Dillon testified in 1960: “The need for 
capital imports of many developing coun- 
tries far exceeds their capacity to service 
loans on normal banking terms. Many 
projects that are sound in conception and 
basic for growth cannot be financed by 
conventional loans.”* Moreover, the in- 
terest burden has been a heavy one and 
the Soviet Union’s lower rates have man- 
aged to win considerable favorable atten- 
tion. Secretary of the Treasury Robert 
Anderson in March, 1960, summarized 
the situation in the following testimony: 
We have recognized their need. We have 
recognized that many of [the less-developed 
countries] cannot develop their economies ef- 
fectively unless they can obtain capital on 
terms which bear less heavily on their econ- 
omies than the types of loans which are now 
available. .. We feel that the economic 
development of the less-developed countries 
must go on at a more rapid pace.” 
The loan concept was therefore broadened 
to encompass “soft” loans. The Interna- 
tional Development Association (which is 
an affiliate of the International Bank, with 
the same staff and officials) and its Amer- 
ican counterpart, the Development Loan 
Fund, are to stretch the principles of com- 
mercial prudence by providing loans which 
may be paid wholly or partly in local 
currencies. Such soft loans would permit 
the financing of public works, such as the 
irrigation project mentioned above, which 
may not be self-liquidating or fore‘gn 
exchange earning but which may be of 
great social benefit. 

A desire to reinforce the second (the 
private investment) facet of the original 





*U.S. Senate, Foreign Relations Committee, 
International Development Association, p. 46. 
* Ibid., p. 16. 

















Point Four concept prompted the estab- 
lishment of the International Finance 
Corporation, also an affiliate of the In- 
ternational Bank. “Its purpose is to 
stimulate private investment in the less- 
developed countries by associating its capi- 
tal in private ventures.”*® However, in its 
four years of existence its total commit- 
ments have been very small. “Since it 
invests rather than makes loans, the effec- 
tive use of its resources presupposes a 
capital market in the borrowing country. 
. . . This, in effect, means that it is very 
difficult for I.F.C. to go into a country 
which is in a very early state of develcp- 
ment.” Private investment has remained 
relatively small; the poor nations continue 
to drop even further behind the rich. 


THE LACK OF ABSORPTIVE CAPACITY THESIS 


Despite the steps we have taken to 
broaden our conceptions — the establish- 
ment of the International Finance Cor- 
poration to provide venture capital, the 
shift of emphasis from technical assistance 
to loan capital as a means of providing 
the foundations for directly productive in- 
vestment, and the broadening of the loan 
concept to cover soft loans — United 
States efforts to aid underdeveloped econ- 
omies are still constrained by oversimpli- 
fied, private-enterprise-oriented precon- 
ceptions that are not applicable to 
underdeveloped economies. The “lack of 
absorptive capacity” thesis is, in my view, 
currently the most important of these 
preconceptions. The validity of this con- 
cept will be examined in the light of 
Nigerian conditions. 

The inadequate absorptive capacity hy- 





* Ibid., p. 47 (Statement by Douglas Dillon, 
Under-Secretary of State). 

" Ibid., p. 19 (Testimony of T. G. Upton, 
Assistant Secretary of the Treasury). 
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pothesis, which refers in the first instance 
to the directly productive sphere of the 
economy, points to the lack of entrepre- 
neurs, the deficiency of managerial and 
supervisory personnel, the scarcity of 
skilled labor, the inefficiency of unskilled 
labor, the narrowness of the markets, and 
all the other problems that plague less- 
developed economies. Few opportunities 
for profitable investment appear to exist. 
“The African economies lag behind those 
of more developed countries [partially] be- 
cause over the greater part of the field 
they promise a comparatively low yield 
per unit of capital invested.”** This pau- 
city of profitable investments is interpreted 
as showing that there exist at this stage 
very few socially beneficial uses of capital 
in the directly productive sector. At the 
same time, since the directly productive 
activities which the infrastructure is sup- 
posed to service are not developing, it is 
felt that there is no urgent need for addi- 
tional overhead capital. Thus, the econ- 
omy is seen as lacking the capacity to 
absorb more capital. A United States 
Senate study of tropical Africa expresses 
this idea: 

. » Money alone is only a partial answer to 
the problem of aiding underdeveloped peo- 
ples. Nothing useful is accomplished, in any 
case, by the granting of technical assistance, 
by the appropriation of development and 
welfare funds, or by the enlistment of private 
capital beyond the capacity of the territory 


concerned to absorb and over a foreseeable 
time constructively to utilize the sinews of 





"Lord William Malcom Hailey, An African 
Survey, Revised 1956 (London: Oxford Uni- 
versity Press, 1957), p. 1320. See also U.S. 
Department of Commerce, Investment in Ni- 
geria; Basic Information for United States 
Businessmen (Washington: U.S. Government 
Printing Office, 1957), p. 5: “No readymade 
or dramatic large scale investment opportuni- 
ties are presently at hand, however, or few for 
which immediate returns can be expected.” 























material progress in the form of development 
funds and techniques.” 

This interpretation is based upon simple 
economic theory, which maintains that 
the profitability of directly productive ac- 
tivities is a good measure or index of social 
utility. The theory, oversimplified, states 
that an investment’s prospective receipts 
reflect the real worth of the products to 
their purchaser, and thus indicate the 
social utility of the investment’s output. 
On the other side of the ledger, monetary 
costs measure real costs to society in the 
form of other output or leisure forgone. 
Profitable investments therefore yield an 
excess of real benefits over real costs, and 
produce a net social benefit, while, con- 
versely, an absence of profitable invest- 
ment opportunities indicates a lack of 
socially beneficial uses of capital. 

Directly productive investment in a 
country such as Nigeria is low, then, be- 
cause the country is unable to make good 
use of more capital. Nigeria will be able 
to accelerate her rate of growth only as 
she conquers the problems that cause her 
lack of absorptive capacity. This interpre- 
tation implies that Nigerian development 
requires even greater efforts to create the 
physical, economic, and social environ- 
ment in which profitable investment op- 
portunities flourish. This is a dishearten- 
ing prescription. For one thing, if the 
Nigerian government has not been success- 
ful in stimulating adequate development 
through private investment, it is not for 
want of effort. Nigeria has concentrated 
precisely on providing overhead capital 
and creating the other conditions hospi- 
table to private enterprise. It has at- 





* U.S. Senate, Subcommittee on Technical 
Assistance Programs, Development Program in 
Africa South of the Sahara, Staff Study No. 8, 
84th Cong., 2nd Sess. (1956), p. 38. (Em- 
phasis added.) 
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tempted to nurture private investment by 
providing sheltered markets for firms pro- 
ducing in Nigeria, by offering various 
kinds of tax relief, by providing many 
types of technical advice and assistance to 
firms operating in Nigeria, and by pro- 
viding loans on favorable terms. As a 
recent United States Department of Com- 
merce trade mission to Nigeria affirmed, 
the country “offers an investment climate 
unequalled in any underdeveloped area 
so far studied.”** The low absorptive ca- 
pacity thesis is disheartening also because 
it is generally accompanied by a patience 
with respect to development that the peo- 
ple of less-developed economies do not 
share. To achieve the conditions necessary 
for modernization, says a United States 
Senate study which accepts the absorptive 
capacity doctrine, 

requires the passage of time; time for the 
social structure to be altered; time for new 
political attitudes and institutions to be cre- 
ated and consolidated; time for the creation 
of the skills and habits and institutions on 
which capital formation depends. Above all, 
time must pass for new generations to succeed 
one another, each finding the environment, 
techniques, and goals of modernization a bit 
more familiar and acceptable.” 

The lack of absorptive capacity thesis is 
unacceptable, however, because the theory 
on which it is based does not hold up. 
The equation of private profitability with 
net social benefit is seriously inadequate. 
Particularly in the less-developed coun- 
tries, where economic development is ac- 
companied by profound social change, the 
market often gives the wrong signals with 

* Africa Special Report, August, 1959, p. 12. 

* U.S. Senate, Committee on Foreign Rela- 
tions, Economic, Social and Political Change in 
the Underdeveloped Countries and Its Impli- 
cations for United States Policy, Study No. 12, 
prepared by the Center for International 


Studies, Massachusetts Institute of Technology, 
86th Cong., 2nd Sess. (1960), p. 21. 
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respect to the national welfare. Socially 
beneficial ventures may be unprofitable or 
insufficiently profitable to attract private 
investment because real and monetary ef- 
fects frequently diverge.** We shall ex- 
amine some examples of the divergence 
between money effects and real effects in 
Nigeria. 

Some undertakings could employ under- 
utilized factors of production to augment 
the national product. There are substan- 
tial under-utilized resources in Nigeria, 
including partially idle capital goods and 
large amounts of cultivable land as well 
as abundant labor. Considerable seasonal 
unemployment exists in the rural areas, 
particularly during the dry season, and 
there is also much unemployment or un- 
deremployment in the urban areas. Many 
applicants compete for any jobs that may 
be open. For example, a firm in the city 
of Kano proposed to erect a peanut- 
crushing factory. Even before the ma- 
chinery was installed, and without having 
advertised a vacancy, it received about 
700 letters of application, despite the fact 
that most of the population is illiterate.” 
Such conditions are typical. These under- 
employed resources are capable, as com- 
munity development projects have dem- 
onstrated, of turning out needed goods 
and services. Although the real cost of 
producing such output would be low be- 
cause the factors would otherwise be 
largely idle, relatively high minimum or 





* The utility concept used here refers to that 
mixture of benefits (growth and income redis- 
tribution, for example) which is sought by the 
people or the leaders of the less-developed 
country, rather than the narrow concept of that 
which is maximized when there is optimum 
allocation of resources according to consumer 
sovereignty. 

"P. T. Bauer, West African Trade (Cam- 
bridge, England: Cambridge University Press, 
1954), pp. 18-19. 


conventional wages tend to make money 
costs too high for profitable operation. 

Lack of managerial capacity and labor 
skill is a fundamental problem in Nigeria 
and elsewhere in Africa. 
There is virtually no African managerial skill. 
African labor is little used to machinery and 
its care and is virtually unskilled. . . . The 
labor force . . . is undisciplined and, though 
well intentioned, is always described as show- 
ing inexplicable lapses of responsibility . . . 
African labor, as things stand at the moment, 
is very inefficient and, despite the extraordi- 
narily low level of wages, it is high cost.” 
Probably the most important group of 
social benefits that investment in new 
enterprises gives rise to is labor experience, 
skill, acclimatization to modern productive 
processes, responsibility in handling mod- 
ern equipment, and precious experience 
for indigenous managerial personnel. The 
value of this is recognized in the proposal 
sometimes advanced, e.g., by W. A. Lewis 
in speaking of West Africa, that govern- 
ment should remunerate the firms that 
provide such training.’® 

The role of experience in developing 
human capital (managerial and labor ca- 
pability) is illustrated on a vast scale by 
Soviet industrialization in the 1930's. 
Enormous numbers of green peasants, to- 
tally unfamiliar with industrial processes, 
were recruited into the new factories. 
They were inefficient, accident-prone, ir- 
responsible, wasteful. As soon as they ac- 
quired a modicum of skill, they shifted 
from one factory to another in search of 
better conditions; labor turnover was very 
great. In monetary terms, the new indus- 
trial enterprises were surely unprofitable, 





* Peter Ady, “Africa’s Economic Potentials,” 
in C. Grove Haines, ed., Africa Today (Balti- 
more: Johns Hopkins Press, 1955), p. 406. 

*W. Arthur Lewis, Report on Industrial- 
isation and the Gold Coast (Accra: Govern- 
ment Printing Department, 1953), p. 17. 
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but their role in the creation of a skilled 
industrial work force was of tremendous 
importance in Soviet economic develop- 
ment. 

Since only a small part of the social 
benefits generated by industrial experience 
materialize as monetary rewards for the 
investor, enterprises of considerable na- 
tional merit may be insufficiently profit- 
able or unprofitable and may therefore 
appear “uneconomic” to the private 
entrepreneur. | 

There are many other divergences be- 
tween the monetary and the real social 
effects of economic activities in a country 
such as Nigeria. Money costs are pushed 
above real costs because legal or conven- 
tional minimum prices for labor or other 
inputs may exceed their marginal product, 
because firms need large reserves of liquid 
capital in order to cope with the instability 
characteristic of an economy dependent on 
primary product exports, because new 
domestic goods are likely to encounter 
considerable marketing difficulties. Money 
receipts, on the other hand, frequently 
fall below real social benefits. Some proj- 
ects, e.g., may provide goods which have 
a high utility to low-income consumers. 
When the distribution of income is highly 
unequal, the utility of these goods is not 
accurately reflected in the price at which 
they can be sold, and market signals may 
therefore discourage their production. 
Thus, Nigerian agricultural resources have 
been diverted away from urgently needed 
foodstuffs to the more remunerative pro- 
duction of peanuts for export.2° New 
enterprises create socially valuable external 
economies, they benefit other potential 
undertakings in areas where new overhead 





*”U.S. Department of Agriculture, West 
African Oils and Fats, cited in West Africa, 
No. 2217 (November 28, 1959), p. 1023. See 
also Hailey, op. cit., p. 1305. 
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capital must be established by sharing the 
social overhead costs, and they stimulate 
the economy by creating new income and 
hence demand. 

Entry into lines of endeavor that have 
been oligopolistically dominated in Ni- 
geria by the big expatriate trading con- 
cerns produces many social benefits which 
do not enter into the new firm’s monetary 
receipts. For example, competition from 
nonmember traders prevented a formal 
peanut-buying syndicate established in 
prewar Nigeria from appreciably depress- 
ing the buying price of peasant-raised 
peanuts. Suspension of the syndicate even- 
tually came about as a result, although 
something similar was officially reinsti- 
tuted during World War II. Again, after 
the war was over, in the areas in which 
buying competition was established, Ni- 
gerian peasants received higher prices for 
their crops of peanuts and palm kernels 
than in the more monopolistic areas. 
Where competition among the large firms 
was strong, the small middlemen as well 
as the peasants received other benefits, 
such as much more favorable terms in 
their purchases of equipment and other 
merchandise, the use of premises at nom- 
inal rents, and the receipt of trade credits 
for long periods.” Some enterprises bene- 
fit the economy by providing markets or 
inputs which stimulate activity at higher 
or lower stages of production. Increased 
production of tobacco in Nigeria, for ex- 
ample, was stimulated by the establish- 
ment of cigarette manufacturing in that 
country. Conversely, a study indicates that 
the assurance of a definite supply of raw 
sugar in northern Nigeria (where some 
sugar is grown but largely consumed by 
chewing pieces of the raw cane or by 
crushing the cane and extracting the 





* Bauer, op. cit., Ch. 18. 
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juice) would enable the successful estab- 
lishment of a sugar refinery.” 


SUMMARY 


Our examination of Nigeria suggests 
that the benefits of investments, particu- 
larly in underdeveloped economies, are 
scattered and indiscriminate and that they 
persist over much longer time periods than 
is encompassed within the short time hori- 
zon of the private businessman; we can- 
not find all the benefits, we cannot 
measure them, we cannot put money tags 
on them. If they could be added up, how- 
ever, it would be seen that many privately 
unattractive investments in the directly 
productive sphere are socially meritorious. 
This is true a fortiori when private in- 
vestors require, as they do in the unsettled, 
uncertain conditions of less-developed 
countries, a high rate of return. It is all 
the more true when money costs are 
greater than real. The absorptive capacity 
hypothesis, by ruling out insufficiently 
profitable but socially useful investments 
in directly productive activities curtails 
the utility of American aid programs. 
Since these beneficial activities will not be 
undertaken by private enterprise, it is my 
conviction that American aid programs 
should be broadened to permit much 
fuller government participation in the con- 
ventionally private sector. Either through 
direct government ownership and opera- 
tion, or possibly through some broad sub- 





™E. I. Oliver, Economic and Commercial 
Conditions in Nigeria, Overseas Economic 
Survey, (London: H.M. Stationery Office, 
1957), p. 107. 


sidization plan for private enterprise, the 
beneficial but unprofitable activities should 
be undertaken. Development will come 
only by buckling down to the job of 
developing. 

Our preoccupation with private enter- 
prise may have even more serious adverse 
effects in the future. If economic devel- 
opment is not rapid enough, movements 
for modifications of capitalism and for 
socialist approaches will surely flourish. 
These may, in their essence, be salutary 
movements which are not inimical to a 
wise conception of our national interest. 
Nevertheless, developing as anticapitalist 
movements in contrast to the procapitalist 
policies of the United States, there is con- 
siderable likelihood that mutual opposi- 
tion and hostility will develop and grow 
gradually deeper and stronger.** The 
United States disposition to promote cap- 
italism may thus cause a tragic American 
estrangement from movements and gov- 
ernments which have embraced different 
but essentially positive politico-economic 
philosophies. 





* The United States reaction to Egypt’s se- 
curing of a Soviet commitment to finance the 
Aswan Dam provides an illustration of the 
process by which policies we disapprove of 
engender official United States stands which in 
turn exacerbate mutual hostility. Our Assistant 
Secretary of State for African Affairs testified 
that “until we get a better working relation- 
ship with the Soviet Government and are con- 
vinced that we are going to have a period of 
peace, . .. [the building of the Aswan Dam 
with Soviet help] on the whole is not for the 
good of the West.” (Incidentally, Senator Ful- 
bright quite correctly characterized this as 
“rather a dog-in-the-manger attitude to take.”) 
U.S. Senate, Foreign Relations Committee, 
Hearings, Mutual Security, pp. 256-57. 








Federal Taxation of Deposit-Type 


Financial Institutions 


Edward W. Reed 


Federal taxation of deposit-type financial 
institutions‘ — commerical banks, savings 
and loan associations, mutual savings 
banks, and credit unions — has become a 
current issue on the American political 
scene. The American Bankers Association 
and others contend that the present 
method of taxation of these financial in- 
stitutions is unfair and unjust and should 
be corrected, while for the most part sav- 
ings and loan associations, mutual savings 
banks, and credit unions, commonly re- 
ferred to as “mutuals,” hold that the status 
quo is as it should be. The issue has taken 
on such proportions that various bills have 
been introduced in Congress designed in 
part to equalize the “tax burden.” The 
Joint Staff on Internal Taxation in 1950, 
which presented a report to Congress in 
collaboration with the Treasury Depart- 
ment, recommended that the mutual 
financial institutions be made subject to 
taxation. Although the Commission on 
Money and Credit in its recent report did 
not recommend a specific tax proposal for 





* Although there are several technical differ- 
ences between these institutions, they do have 
some common characteristics, hence the use of 
the term “deposit type.” They accept savings 
accumulated in previous periods and normally 
make these funds available to savers on demand 
or on relatively short notice. (This is appli- 
cable to time deposits of commercial banks 
only.) 


deposit-type financial institutions, it did 
state that taxation should be fashioned 
“to contribute to capital and reserve ade- 
quacy and to ensure competitive equality 
(to the extent that the federal tax is a 
competitive factor.)”? Regarding credit 
unions, the commission stated that as they 
“grow in size and gradually change their 
characteristics to those resembling com- 
mercial institutions, their tax exemption 
should be reconsidered.”* 

This taxation issue appears to have been 
motivated by two factors. First, there is a 
feeling on the part of some that the pres- 
ent method of taxation violates the con- 
cept of tax equality and, second, this 
inequality has given the mutuals a com- 
petitive advantage over commercial banks 
and that this competitive advantage is not 
economically desirable. 


PRESENT STATUS OF TAXATION 


Commercial banks have been subject to 
the federal corporation income tax since 
its enactment. Savings and loan associa- 
tions and mutual savings banks were ex- 
empt from taxation until 1952. Credit 





* Commission on Money and Credit, Money 
and Credit: Their Influence on Jobs, Prices, 
and Growth (Englewood Cliffs: Prentice-Hall, 
1961), p. 173. 

* Ibid., p. 180. 
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Table 1 


TAXES PAID BY DEPOSIT-TYPE FINANCIAL INSTITUTIONS, 1952-59 





Commercial banks 


Savings and 


Mutual savings Credit unions 





loan associations banks 
Total (thousands 
of dollars) $6,778,549 $39,239 $10,588 None 
Taxes as a percentage 
of average assets .409 015 — ee 
Taxes as a percentage 
of net income* 27.55 3.59 So a err 





* Net income of insured commercial banks and mutual savings banks is after allocations to valuation reserves and 
before interest and dividends. Net income of savings and loan associations and credit unions is before dividen 


it Insurance 


Financial Tectomeutns Social Security Administration, Bureau of 


unions have never been subject to the 
federal corporation income tax. Although 
savings and loan associations and mutual 
savings banks were made subject to the 
corporation income tax in the Revenue 
Act of 1951, they enjoy certain deductions 
from income in computing their tax lia- 
bility which reduce their tax burden con- 
siderably. Savings and loan associations 
and mutual savings banks are permitted 
to transfer from current operating earn- 
ings to a reserve a “reasonable” amount 
annually, as long as the sum of their sur- 
plus, reserves, and undivided profits is less 
than 12 percent of their deposits or re- 
purchasable shares. In addition to the 
amount that may be deducted from in- 
come and placed in various reserves for 
potential loan losses, mutual financial in- 
stitutions are permitted to deduct the 
amount paid in interest and dividends to 
depositors and shareholders. Commercial 
banks are also permitted to deduct the 
amount paid in the form of interest to 
depositors that hold savings accounts, but 
they are not permitted to deduct the 
amount paid in the form of dividends to 
stockholders. Approximately half of all 
commercial banks operate on a reserve 
basis for handling loan losses, and these 
banks hold about 87 percent of commer- 
cial bank assets. These banks, like savings 


Corporation, Annual Reports; 


Federal Home Loan Bank Board, Combined 
ederal Credit Unions, Reports of Operations. 


and loan associations and mutual savings 
banks, are permitted to deduct from in- 
come a certain amount and place it in a 
reserve for loan losses, but this amount is 
less liberal than that permitted mutual 
financial institutions. The amount that 
commercial banks may deduct from in- 
come is limited to an amount equal to 
three times an individual bank’s average 
loan loss ratio computed from the most 
unfavorable 20 consecutive years since 
1927, multiplied by the volume of eligible 
loans outstanding on December 31 of the 
taxable year. The average maximum ceil- 
ing amount which may be accumulated in 
this reserve under the present formula is 
estimated to be only 2.43 percent of eli- 
gible loans — those that are not insured 
and not guaranteed by the federal gov- 
ernment. 


TAXES PAID BY DEPOSIT-TYPE 
FINANCIAL INSTITUTIONS 


Federal income taxes paid by the de- 
posit-type financial institutions for the 
period 1952-59 are presented in Table 1. 
Because of the difference in the size and 
income of these financial institutions, such 
figures are less meaningful than those 
which take into consideration size and 
earning ability. This information is also 
presented in Table 1. It is obvious that 
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commercial banks carry a heavier tax 
burden than do the other deposit-type 
financial institutions. Furthermore, the 
amount of taxes paid by savings and loan 
associations and mutual savings banks has 
been declining in terms of total assets and 
net income since 1952. 


REASONS FOR PREFERENTIAL TAX TREATMENT 


Several reasons have been advanced 
over the years for the preferential tax 
treatment of mutual deposit-type financial 
institutions. The most significant ones are 
that (1) by their nature and objectives, 
they are semi-philanthropic; and (2) they 
have no income, and only by preferential 
tax treatment can they increase their re- 
serves or safety fund for the protection of 
shareholders and depositors. 


Semi-Philanthropic Nature and Objectives 

The exemption of savings and loan as- 
sociations and mutual savings banks from 
the federal income tax up to 1952 and 
preferential treatment thereafter stem in 
part from their humble beginnings and 
their semi-philanthropic nature. Mutual 
savings banks were organized by those 
who became concerned about the absence 
of savings facilities, and savings and loan 
associations were a cooperative effort on 
the part of small savers to pool their sav- 
ings and borrow from themselves in an 
effort to finance their own houses. Credit 
unions have had as their objective the pro- 
motion of savings and the elimination of 
usury. All of these objectives and pur- 
poses were considered to be such sterling 
qualities that Congress decided to exempt 
their mutual operations from taxation. 
For years they have been recognized by 
Congress as small organizations owned and 
operated by persons of modest means who 
have banded together to achieve the 


praiseworthy goals of thrift, home owner- 
ship, and the elimination of usury. 
Mutual deposit-type financial institu- 
tions have lost their mutual character as 
was pointed out by the Joint Staff on 
Internal Revenue Taxation in 1950. Sav- 
ings and loan associations and mutual 
savings banks no longer limit their loans 
to members as they once did during the 
period of their early development. Sav- 
ings banks invest their assets in obligations 
of the federal government, municipal se- 
curities, corporate stocks and bonds, and 
mortgage loans beyond their immediate 
trade territory. Savings and loan associa- 
tions also invest in United States govern- 
ment securities and advertise beyond their 
trade territory for savings accounts in pub- 
lications with nationwide circulation. 
They circularize potential savings custom- 
ers via direct mail. They have in recent 
years emphasized their role as savings insti- 
tutions rather than that of financing real 
estate. The common title “building and 
loan associations” used until the 1930’s has 
given way to “savings and loan associa- 
tions” and “savings associations.” ‘They 
have employed the term “deposit” and 
have suppressed the term “share account.” 
The objective of deposit-type financial in- 
stitutions is to earn an income for the 
benefit of depositors and shareholders. 
Many credit unions accept deposits and 
make loans to the public at large, and 
some state-chartered credit unions have 
made real estate and commercial loans. 
Although many small savers are among 
the clientele of mutual financial institu- 
tions, a large portion of their customers 
can no longer be classified as being ex- 
clusively from the relatively low income 


groups. 
Absence of Income 
It is commonly argued that mutual sav- 
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ings banks and savings and loan associa- 
tions should not be taxed because they 
have no net income. Those who take this 
position contend that the earnings belong 
to the members or depositors and are tax- 
able once they are in their hands and that 
the trustees have no financial interest in 
the retained earnings since such earnings 
are held for the protection of their deposits 
and share accounts. This reasoning is 
based on the legal differences between cor- 
porations and mutual organizations. From 
an economic standpoint there is no differ- 
ence since all are interested in maximizing 
income. The shift of deposits from the 
savings departments of commercial banks 
and out of Series E savings bonds is suffi- 
cient evidence, it seems, to conclude that 
savers are motivated by the return that 
they are able to receive on their invest- 
ment. Savings banks and savings and loan 
associations in lending money do not ap- 
pear to be any more charitable than other 
lenders. They charge whatever the market 
rate happens to be. They discount FHA 
and VA mortgages in an effort to arrive 
at that effective market rate. They impose 
“closing fees” that are actually designed 
to increase their “take.” These closing 
fees are in many instances padded like the 
expense account of top management of a 
capitalistic profit-seeking enterprise. In- 
terest charges imposed by credit unions in 
many cases are in excess of those charged 
by commercial banks and other lenders. 
As further evidence that they do have 
income, individual members have no en- 
forceable claim to a share of the reinvested 
earnings unless they remain members of 
the organization until its dissolution. 


Justification and Adequacy 
of Bad Debt Allowance 


A debatable issue in the taxation of 
deposit-type financial institutions is the 


size of the bad debt allowance permitted 
in our federal tax law. Commercial banks 
contend that their allowance is not as 
large as it should be, and savings and loan 
associations and savings banks hold that 
their allowance is necessary for a proper 
accumulation of a safety fund for the pro- 
tection of depositors and shareholders. 
Therefore, if taxation is too burdensome, 
adequate protection will not be afforded 
the saver who purchases a share account 
or deposits funds with the mutual financial 
institutions. It is an accepted principle 
that business be permitted to charge off 
losses on bad debts when they occur or 
follow a reserve method of anticipating 
future losses against which actual losses 
must be charged. Either method is per- 
mitted under our tax laws. Most busi- 
nesses and financial institutions employ the 
reserve method of handling losses, which 
is considered the most desirable by ac- 
countants and financial experts. The ad- 
vantage of this method is that greater 
protection can be afforded the firm, and 
it contributes to more accurate income 
measurement. The important question is 
not whether they should be permitted to 
establish reserves but the amount. 

The amount that commercial and sav- 
ings banks and savings and loan associa- 
tions may deduct tax free for loan losses 
and add to their reserves is not based 
upon a scientific analysis of the percentage 
of loans estimated to be uncollectible in 
the foreseeable future. The amount that 
commercial banks may accumulate is 
highly unrealistic in that it is based on a 
20-year period after 1927 which includes 
the heavy losses that were experienced 
during the 1930’s and the factors that 
gave rise to those losses may never occur 
again. This method of computing reserves 
for loan losses is far from desirable and in 
need of revision. Those banks with a low 
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loss ratio in general do not employ the 
reserve method for handling loan losses. 
The Office of the Comptroller of the Cur- 
rency recognizes the inequality that exists 
in ascertaining the loss reserves for com- 
mercial banks and has recommended that 
a definite percentage be established and 
made applicable to all banks. 

The amount that savings banks and 
savings and loan associations may accu- 
mulate in reserves is in no way correlated 
with past or potential losses but is a figure, 
it appears, that was selected at random 
and is equally unrealistic. Mutual finan- 
cial institutions contend that if their bad 
debt reserves were based on their own loss 
experience they would not be able to meet 
the requirements for reserves established 
by state and federal laws. This, however, 
is not correct, although the income from 
which the reserve funds would be derived 
would be subject to taxation. 

One of the problems encountered in 
establishing the size of bad debt allow- 
ances is that of adequacy. If the meaning 
of the term adequacy regarding bad debt 
allowances for mutual financial institu- 
tions and commercial banks is ability to 
care for future losses, they are probably 
too liberal for both classes of financial 
institutions. This observation is based on 
the belief that there have been so many 
fundamental changes in the financial 
structure of the economy since the 1930’s 
when failures of financial institutions 
were of serious proportions that it is illog- 
ical to employ a financial! institution’s loss 
experience as a guide to its proper level 
of bad debt reserves. Such factors as the 
insurance of deposits and share accounts, 
the composition of the assets of financial 
institutions, and possibly most important 
the attitude of our federal government 
toward failures are sufficient to render 


past loss history useless in establishing loss 
reserves. 

To some the concept of adequacy of bad 
debt allowances means an amount that 
will result in an increase of a fund that 
may be considered as part of the capital 
of the financial institution. This attitude 
raises a very important question, namely, 
To what extent should the taxpayers sub- 
sidize financial institutions? Arguments 
might be presented that everyone benefits 
from a sound and efficient financial sys- 
tem, but to say that the direct benefits are 
such as to warrant subsidization through 
preferential tax treatment is certainly far- 
fetched and borders on the preposterous. 
The owners of financial institutions, those 
to whom the benefits flow, should bear 
this burden. 


ECONOMIC EFFECTS OF PREFERENTIAL 
TAX TREATMENT 


The preferential tax treatment of mu- 
tual deposit-type financial institutions has 
placed them in a favorable competitive 
position. They are in a position to pay 
higher rates on savings deposits and con- 
sequently have shown considerable growth 
in recent years. Share accounts of credit 
unions increased from $900 million to $4.5 
billion, an increase of 400 percent, dur- 
ing the decade of the 1950’s. Share ac- 
counts of savings and loan associations 
increased from $14 billion to $54.5 billion 
during the same period, an increase of 
300 percent; and savings accounts in sav- 
ings banks increased 75 percent, from $20 
billion to $35 billion. The relatively small 
increase of saving deposits in mutual sav- 
ings banks is due in part to the fact that 
they are concentrated in the New England 
and Middle Atlantic states which have not 
grown as rapidly as some other sections of 
the country and also because the number 











| 


| 
| 


| 


68 QUARTERLY REVIEW OF ECONOMICS AND BUSINESS 


of savings banks has not increased in 
recent years. During this same period 
commercial banks enjoyed an increase in 
savings accounts of only 76 percent. In 
1950 commercial banks held 50 percent of 
the total savings of these deposit-type 
financial institutions but only 40 percent 
at the end of 1959. Savings banks suffered 
a decline from 29 percent to 22 percent in 
their share of savings held. Savings and 
loan associations, however, have increased 
their portion from 19 percent to 35 per- 
cent and credit unions from 1.3 percent 
to 2.9 percent. 

Mutual savings banks and savings and 
loan associations are in a position to pay 
a higher rate for savings since the amount 
of deposits and share accounts held is one 
of the variable factors determining the 
size of their reserves. As the amount of 
their deposits and share accounts in- 
creases, so does the maximum amount that 
can be deducted from income and placed 
in their tax free reserves. Therefore, as 
long as an increase in interest rates results 
in increased deposits and share accounts, 
they are in a position to avoid the pay- 
ment of taxes or to minimize their tax 
liability. This has been one of the effects 
of the liberal bad debt allowance of the 
Revenue Act of 1951. Mutual savings 
banks and savings and loan associations 
have paid out substantially larger propor- 
tions of their net current operating income 
in interest and dividends to depositors 
than have commercial banks. During the 
1948-51 period insured commercial banks 
paid out approximately 19 percent of net 
current income in interest, while mutual 
savings banks paid out 69 percent and 
savings and loan associations 67 percent 
of their income in the form of dividends. 
During the 1952-59 period, however, the 
proportions were 29, 85, and 72 percent 
respectively. Credit unions are in a posi- 


tion to pay larger dividends than other 
deposit-type financial institutions because 
they are completely exempt from taxation. 

The movement of funds out of the com- 
mercial banking system or the failure of 
its savings deposits to increase as the econ- 
omy grows, because the mutual deposit- 
type financial institutions pay higher rates 
of interest, may have some unfavorable 
consequences on the economy. The effec- 
tiveness of monetary policy may be less- 
ened, commercial banks may be less able 
to meet the demands of some borrowers, 
and economic resources may be allocated 
differently than they would be if a more 
competitive market existed for the saver’s 
dollar. Since deposit-type financial insti- 
tutions issue claims to the public that are 
close substitutes for money and _ this 
amount is only indirectly influenced by 
monetary authorities through the com- 
mercial banking system, the effectiveness 
of monetary policy has been lessened al- 
though the degree is debatable. During 
periods of credit restraint these institu- 
tions are in a position to increase their 
rates paid on share and deposit accounts 
since they are able to lend at higher rates 
and also to deduct larger amounts in tax 
free reserves. The postwar period has 
been a good example of this situation. 
The liquid assets of the nation — currency 
and adjusted demand deposits of com- 
mercial institutions and liquid claims held 
by the non-monetary financial institutions 
—which had increased during the war, 
continued to increase after the cessation 
of hostilities despite the monetary restraint 
that was imposed by monetary authorities. 

The movement of funds from commer- 
cial banks may lessen their ability to meet 
the demand of some borrowers, especially 
small business borrowers, which have few 
sources of credit other than commercial 
banks. The flow of funds into mutual 











TAXATION OF DEPOSIT-TYPE INSTITUTIONS 69 


financial institutions also means that dif- 
ferent segments of the economy may be 
more stimulated than if they remained 
with commercial banks. The housing in- 
dustry, for example, has received consid- 
erable stimulation in recent years since 
approximately 85 percent of the resources 
of savings and loan associations are in- 
vested in residential real estate mortgages 
and for savings banks real estate loans 
amount to about 65 percent of total assets. 


WAYS OF EQUALIZING COMPETITIVE POSITIONS 


Several methods or combinations of 
methods, some of which are probably po- 
litically unpalatable and in this sense un- 
realistic, might be employed that would 
reduce or eliminate the unequal taxation 
that now exists between commercial banks 
and the mutual financial institutions. One 
method would be to separate the savings 
and deposit functions of commercial banks 
and treat the savings function from the 
standpoint of reserves, taxation, and other 
matters in the same manner as savings 
banks and savings and loan associations. 
This would necessitate separating the 
assets and transactions of the savings de- 
partment of commercial banks from those 
of the commercial department. This, in 
effect, would result in the “mutualization” 
of the savings departments of commercial 
banks. It would in effect result in the 
creation of some 23,000 new mutual sav- 
ings institutions since there are approxi- 
mately that many commercial banking 
offices throughout the nation. Commer- 
cial banks would have a competitive ad- 
vantage over savings banks and savings 
and loan associations because of their 
many other banking services available to 
the public. They could truly advertise that 
they were “department stores” of finance 
and offered “one-stop” banking services. 


This method would also result in the loss 
of considerable revenue to the federal 
government which it probably could not 
afford to lose. 

Another way of solving this knotty prob- 
lem would be to prohibit commercial 
banks from accepting time deposits. Al- 
though this may appear to be a drastic 
step, it might in one respect be less drastic 
than it appears at first sight. The growth 
of commercial bank resources is not nec- 
essarily retarded by the growth of time 
deposits in competing financial institu- 
tions. Funds deposited in these financial 
institutions do not remain in their vaults 
and become dormant but are redeposited 
with commercial banks. When deposit- 
type financial institutions withdraw their 
funds from commercial banks in order to 
make loans to borrowers, they are again 
redeposited in commercial banks by those 
who receive the proceeds of these loans, 
such as builders, lumber dealers, hardware 
stores, sellers of houses, and others who 
receive payments from the original bor- 
rower. This reasoning may not be appeal- 
ing or comforting to an individual banker 
because he thinks in individual terms and 
abhors the idea of a savings account mov- 
ing across the street to a mutual financial 
institution and never being deposited in 
his bank once the funds are expended. 
They are, however, redeposited in some 
bank that is part of the commercial bank- 
ing system. If commercial banks were 
prohibited from receiving time deposits, 
they would have to maintain a higher 
reserve behind demand deposits, but there 
is evidence that they are more profitable 
to commercial banks than time deposits. 

This method would have some implica- 
tions that are worthy of note in addition 
to its effect on individual banks. The 
foreign time deposits held in this country 
in commercial banks might leave the coun- 














try, which might not be a desirable devel- 
opment. It would adversely affect those 
banks in which time deposits comprise a 
large proportion of total deposits. The 
formation of additional savings and loan 
associations, mutual savings banks, and 
credit unions would probably be encour- 
aged, especially in those areas where none 
are now in operation and in which the 
savings departments of commercial banks 
serve as major depositories for savers’ 
funds. Since it would also result in an 
increase in the liquid claims held by mu- 
tual financial institutions, it would prob- 
ably result in an increase in their demands 
to enter new fields of lending. If these 
requests were granted, it might result in 
an increase in lending institutions very 
similar to commercial banks and the 
country might find itself in an “over 
banked” condition such as was experi- 
enced during the 1920’s and early 1930's 
and which certainly contributed to un- 
sound banking and a weak commercial 
banking system. The effectiveness of mon- 
etary policy would be further restricted 
since the traditional methods of monetary 
control affect noncommercial banking fi- 
nancial institutions only indirectly. Fi- 
nally, this method would result in some 
loss of tax revenue to the federal govern- 
ment. This, like the first method sug- 
gested, is unrealistic in that it would not 
be accepted politically. 

A more realistic approach might be to 
re-examine the amount that may be de- 
ducted from income and placed in re- 
serves for losses of all deposit-type financial 
institutions. Some difficulty would prob- 
ably be encountered here from the stand- 
point of attaining equity. If a flat per- 
centage were adopted such as 5 percent of 
deposits or risk assets, it would tend to be 
more favorable to commercial banks than 
to other mutual financial institutions since 
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they would have this source as well as the 
issuance of stock to increase their safety 
fund. The amount that could be deducted 
should not under any condition be based 
on deposits, as is now the practice for 
mutual financial institutions, for this prac- 
tice is not a bad debt allowance in the 
true sense but instead a measure of the 
capital or safety fund believed to be nec- 
essary to protect the depositors and share- 
holders of a financial institution. Estab- 
lishing this amount, it must be admitted, 
would be a difficult task since we do not 
have accurate knowledge of what future 
losses would be. It is fairly obvious, how- 
ever, that it should not be based on the 
depression experience of the 1930’s. The 
possibility of a recurrence of losses of 
the magnitude experienced then has been 
considerably lessened because of the fed- 
eral government’s assumption of greater 
responsibility for stabilizing the economy, 
the presence of deposit insurance, im- 
provement in loan administration, and 
loan insurance and guarantees. 

Finally, the maximum rate of interest, 
3 percent, that can be paid on time de- 
posits by commercial banks and the reserve 
that they are required to maintain behind 
this class of deposit might be eliminated; 
both of these steps have been recom- 
mended by the recent Commission on 
Money and Credit.* The commission rec- 
ommends, however, that stand-by author- 
ity be retained and that the interest rates 
paid by savings and loan associations and 
savings banks also be subject to regulation. 
The maximum rate of interest and divi- 
dends of mutual financial institutions are 
not regulated nor are they required to 
maintain a reserve behind deposits and 
share accounts. The establishment of a 
maximum rate of interest on time deposits 





‘ Ibid., pp. 167 and 169. 
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of commercial banks was an outgrowth of 
the banking crisis of the 1930’s when it 
was felt that the payment of relatively 
high rates contributed to investment in 
questionable assets. It seems that the most 
effective instrument of controlling this 
would be by examination rather than by 
the establishment of a maximum rate plus 
stand-by controls applicable to all deposit- 
type financial institutions. The present 
maximum rate is inconsistent with com- 
petitive conditions since in recent years 
many money rates have been in excess of 
3 percent. Furthermore, requiring only 
commercial banks to maintain a reserve 
behind time deposits places them at a 
competitive disadvantage in bidding for 
the saver’s dollars. If such a requirement 
is desirable to insure safety or liquidity, 
it certainly seems that it should be appli- 
cable to all competing deposit-type finan- 
cial institutions. 


SUMMARY 


_There appears to be no economic logic 
for the present preferential tax treatment 
of mutual financial institutions. Their ac- 
tivities result in the accumulation of in- 
come just as do the activities of commer- 
cial banks and those corporations that 
manufacture automobiles or steel castings. 
If the corporate entity is responsible for 
the accumulation of income, so is the 
mutual organization. From an economic 
standpoint there is no difference between 
a holder of stock in a commercial bank 
and a depositor or shareholder in a mutual 
savings bank or a savings and loan asso- 
ciation. Saving is a commendable and 
necessary attribute, but savers should not 
be preferentially treated because of the 
differences of the legal entity with which 
they place their savings. Mutual savings 
institutions, just as commercial banks, pur- 


chase financial assets of various types from 
borrowers and issue claims against them- 
selves in the form of deposits and shares 
which borrowers are willing to hold. They 
do this with one basic objective in mind 
—to make a profit— and they perform 
this function only if it is rewarding. 

It should not be assumed that equal 
taxation of mutual financial institutions 
and commercial banks would result in the 
passing of mutuals from the American 
scene. This would not be the case for a 
number of reasons. Commercial banks, 
because of their liquidity needs, are not in 
a position to employ as large a percentage 
of their assets as are mutual financial 
institutions, nor are they able to earn on 
their loans and investments as high a rate 
of return. Savings and loan associations 
in 1960, for example, had 83 percent of 
their assets in loans; federal credit unions, 
86 percent; savings banks, 67 percent; 
and commercial banks only 49 percent. 
Consequently, the earnings per dollar of 
assets were larger for the mutual financial 
institutions than for commercial banks, 
and since their costs of operations were 
less, they were in a position to pay higher 
rates of interest on savings accounts. In 
1960 net operating earnings before inter- 
est and dividend payments on deposits 
and share accounts as a percentage of 
average deposits and share accounts for 
these deposit-type financial institutions 
were as follows: commercial banks, 2.5; 
mutual savings banks, 4.0; savings and 
loan associations, 4.5 (in 1959) ; and fed- 
eral credit unions, 5.3. Heavier taxation 
would reduce the ability of the mutual 
savings institutions to pay their current 
interest and dividend rates, but they would 
still be left in a position to pay higher 
rates on savings accounts than commercial 
banks. 

Tax exemption and preferential tax 














Table 2 
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TOTAL PROFITS OF DEPOSIT-TYPE FINANCIAL INSTITUTIONS, 1952-59, AND TAX LIABILITIES 


AT COMMERCIAL BANK EFFECTIVE RATE 





Taxes at commercial 





‘ Net —_ bank rate 
(millions of dollars) —(inions of dollars) 
Commercial banks 24,609 (6,779 paid) 
Savings and loan associations 10,922 3,008 
Savings banks 5,643 1,554 
Credit unions (federal-chartered) 482 133 





treatment of privately owned businesses 
are difficult, if not impossible, to defend 
economically. This is not only applicable 
to the corporation income tax but to other 
taxes as well. It means that government 
is influencing the allocation of economic 
resources by exempting in whole or in 
part some economic pursuits from taxa- 
tion. It also means that other taxpayers 
are carrying a heavier burden than if 
these activities were comparably taxed. 
Such exemptions are usually recognized 
when their withholding would deny the 
public a necessary service. One of the 
troubles with tax exemption or preferen- 
tial tax treatment is that once it is granted 
to an industry the more difficult adjust- 
ment becomes when the special privileges 
are removed. It is very similar to tariff 
protection. A protected industry seldom, 
if ever, welcomes the abolition of a sub- 
sidy under which it has been operating. 
Officials of the Savings and Loan League 
and the National League of Insured Sav- 
ings Associations in recent statements re- 
garding the recommendation of the Sec- 
retary of the Treasury that savings and 
loan associations and mutual savings banks 
be made subject to heavier taxation con- 
tend that such legislation would reduce 
the amount of savings available for home 
lending and reduce residential construc- 
tion.® Such an admission is recognition 





* Wall Street Journal, July 17, 1961. 


that the unequal taxation of deposit-type 
financial institutions is in reality a subsidy 
to preferentially tax treated financial in- 
stitutions. 

Making credit unions subject to federal 
taxation and increasing the tax burden of 
savings and loan associations and mutual 
savings banks would result in a sizable 
increase in the amount of revenue for the 
federal government. This can be seen 
from an examination of Table 2, which 
shows the net profits of the deposit-type 
financial institutions during the period 
1952-59 and the taxes that would have 
been imposed if all financial institutions 
had been subject to the same effective rate 
of taxation paid by commercial banks. 

Since information is not available on 
the net income of state-chartered credit 
unions, it is impossible to estimate ac- 
curately their tax liability at the effective 
commercial bank rate. It would probably 
be about the same as for federal credit 
unions, however, since federal credit 
unions hold about half of the assets of all 
credit unions throughout the nation and 
comprise about half the number. The in- 
formation in Table 2 is not presented to 
imply that the mutual deposit-type 
financial institutions should be taxed at 
the effective commercial bank rate but 
only to give a rough idea of the amount 
of revenue that the federal government 
is forgoing because of the exemption of 
credit unions from taxation and the pref- 
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erential tax treatment of savings and loan 
associations and mutual savings banks. 
In any event the loss in revenue to the 
federal government is sizable when con- 
sideration is given to the fact that during 
this same period savings and loan associa- 
tions and mutual savings banks paid only 
about $50 million in federal taxes, or ap- 
proximately 7 percent of the amount paid 
by commercial banks, and credit unions 
paid nothing. 

From the standpoint of tax justice, all 
deposit-type financial institutions should 
be subject to taxation, and from the stand- 
point of equality no class of financial in- 
stitutions should be preferentially treated. 
Probably the best approach would be to 
re-examine the amount that can be de- 
ducted from income and placed in re- 
serves. This amount should be related to 
risk assets. If this amount is not sufficient 
to maintain the capital or safety fund of 
these institutions, it should come from the 
owners of the financial institutions. In 
the case of commercial banks additional 
capital should be derived from the sale 
of capital stock, which is now the practice, 


and in the case of mutual financial insti- 
tutions from operating income which, of 
course, would result in a reduction in the 
amount of interest and dividends paid to 
depositors and shareholders. Taxpayers 
— corporations and individuals — should 
not be expected to subsidize further those 
deposit-type financial institutions that are 
presently paying no federal tax or are 
preferentially tax treated. 

Along with a change in the amount of 
reserves that mutual financial institutions 
may set aside for loan losses, the maxi- 
mum rate of interest that can be paid by 
commercial banks and the reserve require- 
ment for time deposits should be elim- 
inated. With these structural changes the 
deposit-type financial institutions would be 
placed on a more equal and competitive 
basis. Adam Smith’s four canons of taxa- 
tion — equity, certainty, convenience, and 
economy — which have been accepted by 
many in the field of public finance as 
being basically sound and desirable for an 
effective and fair tax system would be 
more closely followed. 











Psychology and the Business Sciences 


James F. Engel 


In marketing, as well as other subject 
areas, great attention is currently being 
directed toward the behavioral sciences. 
One is scarcely able to open a periodical 
without encountering articles calling for 
the integration of psychology and sociol- 
ogy into theory and practice. The major 
problem is that the call remains substan- 
tially unanswered at the present time. 
Moreover, a high state of confusion seems 
to exist concerning the contributions we 
can expect from cross-fertilization with the 
behavioral sciences. 

In the following pages, consideration 
will be given to the nature of the contri- 
butions that might come from the inter- 
disciplinary movement. Concepts and 
illustrations are drawn primarily from 
social psychology. In particular, Fest- 
inger’s Theory of Cognitive Dissonance 
will be outlined in some detail and applied 
to consumer motivation as a major illus- 
tration. The discussion will conclude 
with a summary and suggestions for future 
excursions into psychology. 


APPLICATION OF PSYCHOLOGY 
IN THEORY AND PRACTICE 


In general, there are two very different 
types of contributions psychology can 
make to the analysis of economic be- 
havior: methodological contributions and 
theoretical contributions. 


Perhaps the successful adaptation of 
psychological methods to business prob- 
lems has been the most valuable product 
thus far from the interdisciplinary move- 
ment. So-called motivation research, for 
example, has been enhanced materially 
through adaptation of a wide variety of 
projective tests and the depth interview- 
ing method long used in psychological 
counseling. Such methodological contri- 
butions are well known and need not be 
discussed in more detail here.’ 

To date, much progress has been made 
through application of various methods 
used in psychology, and many promising 
new adaptations are just over the horizon. 
The great “untouched area,” however, lies 
in the conceptual realm, so the primary 
emphasis in this paper will be directed 
toward theoretical contributions. 


Theoretical Contributions 


The behavioral sciences have much to 
contribute in the way of concepts, expla- 
nations, and theories. Psychology, in par- 
ticular, is highly relevant for the under- 
standing of economic behavior. To grasp 





* While the author wholeheartedly welcomes 
the application of psychological techniques, he 
is skeptical of many of the claims made for 
motivation research. For a more extensive dis- 
cussion see James F. Engel, “Motivation Re- 
search: Magic or Menace?” Parts I and II, 
Michigan Business Review, Vol. 13, Nos. 2 
and 3 (March, 1961, and May, 1961). 
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the significance of cross-fertilization at the 
conceptual level, however, it is necessary 
to examine the problems faced by the 
psychologist and his approach to their 
solution. 

As might be expected, the analysis of 
human behavior is a complex and baffling 
activity. It is extremely difficult, first of 
all, to isolate both the causes and effects 
of behavior because man has an extended 
time perspective. His behavior is influ- 
enced by the past, the current, and the 
anticipated future environment. For this 
reason, the psychologist often has chosen 
to study animal behavior, because the ani- 
mal lives basically in the present. More- 
over, the psychological simplicity of most 
nonhuman subjects greatly simplifies the 
isolation and manipulation of behavioral 
variables. So-called “rat” psychology often 
is depreciated by the layman, but the 
contributions have been great. Animal 
studies can be revealing, but only if the 
rat is considered as an object of compara- 
tive study and not as a substitute for man. 

The psychologist’s task is further com- 
plicated by the fact that the mental factors 
determining behavior seldom can be ob- 
served directly and must, therefore, be in- 
ferred. A simple diagram may serve to 
clarify the nature of this problem. 


ANTECEDENTS —® BEHAVIOR 





Antecedents represent the complex of 
forces motivating behavior. The diagram 
indicates that mental processes stand be- 
tween the antecedents of behavior and 
the behavior itself. One’s psychological 
make-up might be conceived as an unob- 
servable “black box,” because it is forever 
hidden from view. 


Assume that a person is found to react 
vehemently when shown a Communist 
flag. A relationship is thus established be- 
tween antecedent (the flag) and behavior 
(the reaction). This relationship perhaps 
is explained by something which took 
place within the “black box,” but such 
explanations cannot be observed directly 
from the experiment. We might say that 
the subject’s actions were caused by a 
strong anti-Communist attitude. Yet what 
is an attitude? An attitude represents 
only an inference which is made concern- 
ing whatever transpired within the black 
box, and ‘the inferred explanations often 
are called “intervening variables.” As 
Brown observes: 

The qualifying adjective “intervening” is used 
to convey the notion that postulated states, 
conditions, or processes intervene between be- 
havior and its observable correlates or ante- 
cedents. Since these variables cannot be 
observed directly, their meanings are provided 
by explicit definitions and by their functional 


relations within the context of general theories 
of behavior.’ 


Important explanatory variables includ- 
ing such common terms as perception, 
drive, ego, inferiority complex, and count- 
less others all are inferred; they have 
never been “proved” and never will be.* 
Unobserved intervening variables are not 
so common in the physical sciences, since 
many of the explanatory forces can be 
observed and measured. For instance, 
pressure is applied to a piece of metal and 
it bends. Both a cause and an effect are 
present, but in addition, examination may 
disclose that the material bent because of 
a rearrangement of molecules. Such veri- 





? Judson S. Brown, The Motivation of Be- 
havior (New York: McGraw-Hill, 1961), 
p. 28. 

*Intervening variables need not involve only 
mental processes but can be accounted for by 
many factors such as organic states or differ- 
ences in stimulus conditions. 
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fiable explanations of cause and effect 
relationships will seldom be found in the 
behavioral sciences. 


THE PSYCHOLOGIST’S APPROACH 


Let us once again refer to the “black 
box” diagram. 





The antecedents have now been desig- 
nated as S (stimulus) and O (organic 
state). Behavior has been labeled R 
(response). While it is impossible to 
classify all empirical relationships, the 
most common analytical procedures in- 
volve (1) S-R relationships; (2) O-R 
relationships; and (3) R-R relationships. 

(1) S-R relationships. The S-R rela- 
tionship comprehends the manipulation of 
a physical or environmental factor serving 
to energize behavior, and the recording of 
subsequent responses. An inference is 
made from this relationship as to the 
explanatory factor which imparted form 
and direction to the response. 

While S-R studies abound in the psy- 
chological literature, one especially inter- 
esting example might be cited. Asch, in 
a classic study, assembled groups of 
(usually) seven people, six of whom were 
briefed beforehand to behave in a cer- 
tain manner. The subjects were seated 
and shown a number of lines one at a 
time on separate cards. They were then 
asked to indicate which of three prede- 
termined standard lengths came the closest 
to representing the length of each line 
shown. Verbal responses were made by 
the knowledgeable subjects before the 


“naive” person responded, and in a ma- 
jority of instances the group intentionally 
stated false replies.* 

The naive subject was thus exposed to 
a compound stimulus composed of the 
lines, standards of comparison, and the 
false responses of the group. His responses 
were then recorded. Evidence indicated 
that a majority of those placed in such a 
situation tended to modify their judgment 
to conform to group opinion, even though 
they were aware that this was inconsistent 
with their judgment. It might be .con- 
cluded that the modification resulted be- 
cause of a need to conform to group 
norms, yet it is obvious that this mental 
process within the black box cannot be 
observed or verified. 

(2) O-R relationships. O-R relation- 
ships are very similar to S-R relationships, 
the only difference being the substitution 
of organic states for environmental stimuli. 
A rather obvious O-R relationship would 
be established if subjects were deprived of 
sleep for a long period and manifested the 
typical reactions of hallucinations and ab- 
normal behavior. In the same sense, ab- 
sence of food and the resulting behavior 
comprise an O-R relationship. 

(3) R-R relationships. Dependable S-R 
relationships frequently present methodo- 
logical hurdles because of the difficulty of 
isolating the behavioral effects of any 
given stimulus. As a result, behavior often 
is analyzed by patterns of responses over 
time in the hope of establishing predictive 
relationships. Explanatory variables ex- 
istent within the black box then are 
inferred from responses without reference 
to behavioral antecedents. 


*S. E. Asch, “Effects of Group Pressure 
Upon Modification and Distortion of Judg- 
ments,” in G. E. Swanson, T. M. Newcomb, 
and E. L. Hartley, eds., Readings in Social 
Psychology (New York: Holt, 1952), pp. 2-11. 











et ee re 


f 
. 





An R-R relationship would occur if con- 
sumption of meat by a family were studied 
over time. Soon a fairly stable pattern of 
response would emerge which would hold 
some predictive value. Similarly, psycho- 
logical test scores are occasionally found 
to be useful in predicting salesmen’s effec- 
tiveness. The plotting of test scores against 
subsequent selling success or lack of suc- 
cess is an R-R relationship. 


PSYCHOLOGICAL THEORY AND THE LAW 
OF PARSIMONY 


Theorizing is important to any science. 
We theorize to abstract, to simplify, 
and to explain empirical relationships. 
Theories, however, vary in their useful- 
ness; it is necessary to revise and discard 
theories as knowledge grows. Improvement 
in theoretical constructs occurs through 
operation of the Law of Parsimony. The 
Law of Parsimony might be defined as “an 
explanation of a phenomenon of human 
behavior with a minimum of assumptions 
and a maximum of conceptual precision.” 

Fritz Heider has stated that it is neces- 
sary to “translate the basic outlines of the 
nonscientific propositions in a language 
of more use for scientific investigations.”° 
Psychology and other behavioral sciences 
work with many of the same variables as 
marketing, for example, but often in a 
somewhat more rigorous and systematic 
manner. Thus a benefit of cross-fertiliza- 
tion with these fields at the conceptual 
level is to provide more parsimonious 
explanations of basic phenomena and thus 
remove many of the impediments to sci- 
entific precision in prediction and control 
of common variables. 

This discussion may become more 





*Fritz Heider, The Psychology of Inter- 
personal Relations (New York: Wiley, 1958), 
p. 7. 
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meaningful for the reader through an 
extensive illustration of a recent theoreti- 
cal contribution in social psychology. An 
attempt will be made to indicate how the 
Theory of Cognitive Dissonance explains 
familiar economic phenomena in a mean- 
ingful fashion through the functioning of 
the Law of Parsimony. 


THE THEORY OF COGNITIVE DISSONANCE 


In undertaking to explain attitude 
change through persuasion in a more 
parsimonious manner, Leon Festinger 
has formulated the Theory of Cognitive 
Dissonance.* Basic to the theory is the 
idea that each of us possesses conceptions 
of our environment, our personal ca- 
pabilities, our behavior, and all other 
factors comprising conscious awareness, 
which Festinger calls “cognitions.” Usu- 
ally our cognitions on specific topics and 
issues exist in a harmonious pattern (a 
state of “consonance”’) or life would virtu- 
ally be chaos. The substance of Festinger’s 
contribution lies, however, in an examina- 
tion of the manifestations of nonconsonant 
cognitive elements— “the state of dis- 
sonance.” 

The state of dissonance may be con- 
ceived as a disruption of psychological 
security resulting in varying degrees of 
emotional discomfort for the individual. 
Powerful forces are activated to restore 
consonance, thus enabling dissonance to 
serve as a motivating force. 

According to the theory, if two cogni- 
tive elements relating to the same phe- 
nomenon exist in a state of dissonance, 
consonance may be achieved by changing 
either of the dissonant elements so that it 
becomes harmonious with the other. Dis- 





* This discussion draws extensively from Ch. 
1 of Leon Festinger’s book, A Theory of 
Cognitive Dissonance (Evanston: Row, 1957). 
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sonance is overcome only when it reaches 
a maximum, which will be attained at the 
threshold of cognitive change. Dissonance, 
however, varies in its motivating potential 
in a direct relationship with the magni- 
tude of dissonance. The magnitude in 
turn will vary as the importance of the 
dissonant elements in the individual’s life 
pattern varies. 

To take an example, virtually all read- 
ers have been placed in a dissonance- 
creating situation encountered periodically 
by most college students — the awareness 
that one is not prepared for a forthcoming 
examination. The student is aware of the 
exam (cognitive element’) but also is 
aware that he is unprepared (cognitive 
element”). The most desirable manner in 
which to achieve consonance (at least 
from the point of view of the author and 
his teaching colleagues) is to become pre- 
pared through remedial study. A second 
means of achieving consonance, however, 
might be to depreciate the importance of 
the exam in some manner, perhaps 
through convincing himself that good 
grades are not the most important thing 
in college. 

Enough has now been said to acquaint 
the reader with the general perspective of 
this theory. Cognitive dissonance is an 
intervening variable; Festinger has not 
proved, and is not likely to prove, its ex- 
istence. What he has done, however, is to 
build a theoretical structure around this 
variable and, through logic, hypothesize a 
number of consequences. Considerable 
experimentation has since been under- 
taken to refer the consequences of this 
theory to the real world, but let it again 
be reiterated that dissonance, per se, can 
only be inferred, regardless of the quan- 
tity of experimental evidence. 

While the scope of the theory is too 
broad and the experimental evidence too 


voluminous to cite extensively in this pa- 
per, several areas of inquiry might be of 
interest to the reader.’ Festinger has 
hypothesized that dissonance often re- 
mains after a decision, thus reflecting 
doubt of the correctness of the decision. 
A considerable body of evidence is avail- 
able indicating the ways in which this 
state of doubt is reduced. One especially 
interesting study suggested that those 
faced with dissonance after purchasing an 
automobile read advertisements for the 
make purchased to a greater extent than 
nonpurchasers in order to relieve their 
anxiety.® 

Another interesting area of inquiry has 
involved the effects of dissonance created 
through social pressures, and evidence 
shows that dissonance tends to be reduced 
through opinion change on the part of the 
individual. Finally, considerable attention 
has been directed toward the effects of 
voluntary and involuntary exposure to in- 
formation. Where the effect of exposure 
to such information is to incur dissonance, 
numerous studies indicate that the sub- 
ject will actively avoid exposure. 

The Theory of Cognitive Dissonance is 
continually being expanded and tested. 
Indeed, it seems that few contributions 
have surpassed the theory so far as gen- 
erating interest within the field of social 
psychology is concerned. 


Cognitive Dissonance and Consumer Motivation 

The Theory of Cognitive Dissonance 
was related in some detail because it may 
possess some significance for the under- 





* Experimental evidence has been summarized 
by Festinger. Ibid., especially Chs. 3, 5, 7, 9, 
and 10. 

*Danuta Ehrlich, Isaiah Guttman, Peter 
Schénbach, and Judson Mills, “Post-Decision 
Exposure to Relevant Information,” Journal of 
Abnormal and Social Psychology, Vol. 54 
(January, 1957), pp. 98-102. 











standing of consumer motivation. A per- 
son is oriented toward characteristic pat- 
terns of behavior internally by physical 
and psychological needs and the frames of 
reference with which he views the world. 
In addition, consumer behavior is the 
result of many external forces serving to 
give it direction and intensity, and cogni- 
tive dissonance may explain the manner 
in which these forces motivate.® 

Various factors serve as constraints on 
need satisfaction. Among these factors 
might be finances, demands of groups with 
which one associates, conflicting family 
desires, and various pressures from society. 
In general terms, it. seems reasonable to 
state that dissonance results when these 
constraints are inconsistent with internal 
motivating factors. As Festinger notes, 
“the reality which impinges upon a per- 
son will exert pressures in the direction 
of bringing the appropriate cognitive ele- 
ments into correspondence with that 
reality.”*° 

In addition, consumer behavior is influ- 
enced by all forms of commercial and 
noncommercial persuasion. Advertising 
and selling are prominent among such 
efforts, so further examination of their 
effect seems warranted. 


Selling Effort and Consumer Motivation 


Advertising and selling may induce two 
different types of responses in terms of 
dissonance. First of all, the process of 
becoming aware of a need through per- 
suasion and then desiring a good while 





* Contemporary theories of consumer motiva- 
tion all stress the role of multiple purchase 
influences. For an especially worthwhile per- 
spective, see James Morgan, “A Review of 
Recent Research on Consumer Behavior,” in 
Lincoln H. Clark, ed., Consumer Behavior, 
Research on Consumer Reactions (New York: 
Harper, 1958), p. 100. 

” Festinger, op. cit., p. 11. 
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not possessing it (cognitive element’), 
contrasted with reluctance to expend the 
means for its purchase (cognitive ele- 
ment?) comprises a state of dissonance. 
When the magnitude of dissonance be- 
comes maximum, consonance may be 
achieved either by making a decision to 
satisfy the want or by rejecting the im- 
portance of the desired item in one’s 
standard of living. 

In response to selling effort the con- 
sumer also may be confronted with a quite 
different type of dissonance. If primary 
demand is well established, dissonance 
may be incurred when the consumer is 
faced with a number of competing brands 
within the generic product class, each of 
which offers its own compensating fea- 
tures. The resulting indecision conceivably 
can create dissonance of a high magni- 
tude which must be reduced to manage- 
able proportions before a purchase will be 
made. 

In effect, the first stage of dissonance 
involving want stimulation leads to the 
second type concerned with the conflict of 
alternative products in the same product 
class. Therefore, two stages of dissonance 
evolve which might be labeled “primary 
dissonance” and “selective dissonance.”™ 

One might visualize the two stages of 
dissonance in the form of a linear pur- 
chase decision sequence undertaken by a 
consumer in response to persuasion. 

This hypothesized diagram is divided 
into six equal segments, each representing 
a distinct stage in the purchase decision se- 
quence and possessing its own character- 
istic pattern of dissonance. Sectors I 





“It is entirely possible, of course, that the 
consumer may never enter into dissonance as 
far as alternative brands. If this is the case, 
it might be stated that the magnitude of selec- 
tive dissonance is zero— it never truly came 
into existence. 
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PRIMARY DISSONANCE 
I II III 


NEED 
AWARENESS 


through III comprise the stage of primary 
dissonance, and sectors IV through VI, 
of course, fall into the domain of selective 
dissonance. 

In general, need-oriented promotion is 
required to induce primary dissonance, 
and informative product-oriented appeals 
are necessary to aid the consumer in over- 
coming selective dissonance. Various com- 
binations of appeals are appropriate at 
points between the polar sectors. 

For example, as the consumer’s initial 
wants are aroused (sector I), it would 
seem inappropriate to place heavy empha- 
sis on specific brands for sale. Rather, 
appeals should stress the need and the 
necessity of its satiation. As he approaches 
a maximum of primary dissonance, how- 
ever (sector III), it is proper to switch 
to a greater degree of product orientation 
to precondition him, so to speak, for a 
minimum of selective dissonance. 

Selective dissonance (sector IV) is faced 
when the cognitive element related to 
reluctance to initiate want-satisfying be- 
havior has yielded to change. The func- 
tion of promotion now is to provide 
information to help the consumer make a 
brand selection. The requirements for 
need-oriented promotion decrease accord- 
ingly as the purchase decision is ap- 
proached (sector VI), and the function of 
product-oriented efforts increases. 

The author has recently worked on a 
problem where promotion and dissonance 
have become inseparably intertwined. A 
firm manufacturing a fungicide for lawns 
which heretofore has been sold mostly in 
the professional market is attempting to 
appeal to the average homeowner. The 


SELECTIVE DISSONANCE 
IV Vv VI 


PURCHASE 
DECISION 


first obstacle to be faced is a general lack 
of awareness of the lawn malady fungi- 
cides are designed to cure. In other words, 
the public is dissonantly neutral. The 
function of advertising is to induce pri- 
mary dissonance, so need-oriented appeals 
are dictated. For instance, it might be 
stressed that established lawns soon can 
fall victim to uncontrolled fungus growth. 
Establishment of the brand name at this 
point is decidedly secondary. If the public 
can be brought.to the stage where primary 
dissonance yields to secondary dissonance, 
then considerable effort should be devoted 
to appeals stressing brand superiority. 

If this extension of the Theory of Cog- 
nitive Dissonance to the effects of selling 
effort is proper, it becomes evident that 
promotional requirements are by no 
means static but vary depending upon 
stages of dissonance. It is apparent that 
failure to recognize stages of dissonance 
may result in a mix of promotional ap- 
peals not aligned to the tasks to be per- 
formed. 


A Possible Measure of Promotional 
Effectiveness 

Advertisers, of course, have long been 
aware of such phenomena without recog- 
nizing their psychological nature, but a 
more precise explanation is useful in fur- 
thering the objective of improved alloca- 
tion of promotional effort. Too often 
management yields to the temptation to 
assess the effectiveness of promotional 
activities, especially advertising, only by 
an increase in sales. The flaw in this 
measure lies in the fact that an increase 
in sales occurs only when many consumers 
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have completed the entire decision se- 
quence. The purchase represents only the 
end point of a highly complex cognitive 
process, and the sales test overlooks the 
important effects of promotion in the 
earlier stages. Many thoughtful executives 
now realize this. 

The objective of selling effort is to in- 
duce the consumer to move forward 
through his decision-making sequence 
until it culminates with the purchase. 
Therefore, a promotional campaign may 
be quite effective, for example, if it ac- 
complishes little more than persuading the 
consumer to move from sector III to sec- 
tor IV. A follow-up campaign may build 
upon this foundation and achieve a sub- 
stantial sales increase. 

The success of promotional efforts 
ideally is measurable in terms of the ex- 
tent to which primary dissonance is in- 
duced or selective dissonance is overcome. 
If success could be gauged in this manner, 
a meaningful measure of the marginal 
efficiency of selling effort would at last 
be available. 

Although no interrogative technique is 
ideally adapted to precise dissonance 
measurement, perhaps useful approxima- 
tions can be derived through interviewing 
a cross section of consumers before and 
after a promotional campaign is under- 
taken to determine feelings toward both 
the generic product class and the particu- 
lar brand. To determine the possible 
existence and extent of primary dis- 
sonance, correlated questions might be de- 
signed to indicate the awareness of needs 
served by the product and the intensity 
of desire to satisfy these needs. Rating 
scales whereby intensity of feeling is meas- 
ured appear to be useful for this purpose. 
It may be possible through such means to 
ascertain at least the presence of primary 
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dissonance and any changes following pro- 
motional efforts. 

The measurement of selective disso- 
nance before and after promotional 
exposure is an especially intriguing prob- 
lem. Osgood’s semantic differential ap- 
pears to be a useful measurement tool for 
this purpose.’ The semantic differential 
is used to measure the meaning attached 
to any concept or object and utilizes a 
set of bipolar adjectives isolated through 
factor analysis to assess the dimensions of 
meaning. The respondent indicates in- 
tensity of agreement or disagreement with 
each adjective along a seven-point scale. 
Promotional success would be indicated by 
a trend toward more favorable brand 
meanings after exposure to promotion."® 


Dissonance and Motivation: A Recapitulation 


Cognitive dissonance, in a sense, then, 
provides a common denominator which 
facilitates a useful explanation of certain 
familiar marketing phenomena. This in- 
tervening variable may thus serve as the 
basis for a theoretical explanation of the 
effects of promotion on consumer buying 
behavior. Our example suggests that the 
role of cross-fertilization with the be- 
havioral sciences is to provide conceptual 
clarification, which in turn provides new 
perspective and, one hopes, meaningful 
hypotheses for experimental efforts. 

The function of advertising is usually 
viewed as the stimulation of wants. Yet 


™ Charles E. Osgood, George J. Suci, and 
Percy H. Tannenbaum, The Measurement of 
Meaning (Urbana: University of Illinois 
Press, 1957). 

"Although the semantic differential pro- 
vides a means to assess intensity of meaning, 
it has not been determined conclusively that 
successive uses with the same respondents will 
give comparable results. Therefore, it must be 
used with caution. 
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what are wants? The concept of want 
stimulation is an intervening variable 
which seems to lack the potential clarity 
and experimental exactitude of the con- 
cept of dissonance. Viewing the effects of 
selling effort in terms of cognitive disso- 
nance may offer no immediate empirical 
application, but the process of questioning, 
weighing, and evaluating widely held ex- 
planatory concepts in the hope of achiev- 
ing parsimony leads to the useful objective 
of greater conceptual precision. 


CONCLUSION 


The thesis of this paper is that the be- 
havioral sciences will enrich the study of 
economics and business at the conceptual 
level through the provision of more use- 
ful explanatory variables and theoretical 
perspectives. Through translation of phe- 
nomena into a more workable language 
conceptual roadblocks are attacked which 
impede progress toward the objective of 
empirical precision in the analysis of eco- 
nomic behavior. 

Many of the variables influencing hu- 
man behavior studied by the psychologist 
are commonplace, of course, but too often 
students of economic behavior have em- 
braced assumptions based on hunch rather 
than on empirical evidence. Moreover, 


there has been a tendency simply to de- 
scribe economic behavior without any 
explanatory framework explicitly stated or 
defined. To do so erects barriers to under- 
standing and consequent barriers to pre- 
diction and control. 

The Theory of Cognitive Dissonance is 


only one of many potentially useful prod- 
ucts of the interdisciplinary approach. 
The reader will find much in the litera- 
ture of the behavioral sciences which, 
when applied imaginatively, will enrich 
the understanding of economic phenom- 
ena. The theories of perception, group 
dynamics, and human interaction are all 
very valuable, to mention only a few. 

Attempts at cross-fertilization with the 
field of psychology, however, are ham- 
pered somewhat by the psychological 
literature itself. Most psychological jour- 
nals contain detailed reports of empirical 
studies which usually are designed to test 
detailed aspects of theories which previ- 
ously have not been completely verified. 
Much will be encountered which is too 
specific and too far afield to add to the 
knowledge of economic behavior. Yet it 
should not be assumed that experimental 
reports are not useful, because we need to 
know much more about the antecedents 
of human behavior and the possible eco- 
nomic consequences. Such perspectives 
cannot be gained without empirical obser- 
vation and experimentation. 

While perusal of the literature of psy- 
chology can be very rewarding, it should 
not be anticipated that more useful 
explanations for familiar variables and 
relationships will be forthcoming in whole- 
sale quantities. Progress occurs in unspec- 
tacular fashion. The most that can be 
hoped for is an occasional insight which 
will clarify and systematize present knowl- 
edge and hence provide a sharper orienta- 
tion for empirical endeavors. 











The International Element in Basic Managerial 


Education: A Symposium 


THE PROBLEM 


by John Fayerweather, President, Asso- 
ciation for Education in International 
Business 


How can we best prepare the average 
business student for the responsibilities in 
management of international operations 
which he will bear during his business 
career? 

The steady growth of United States 
foreign investments and the large portion 
of essentially domestic executives who 
have been drawn into their management 
make this a vital question for American 
business schools. Some of the men man- 
aging overseas operations are international 
specialists who have devoted their whole 
lives to the field. The majority, however, 


started out with no intention of playing a 


role in this field and thus undertook no 
special preparation for it. 

These men fall into two groups, the 
overseas managers and top corporation 
executives. In staffing overseas units, com- 
panies have drawn heavily on their do- 
mestic organizations, feeling that a good 
production manager or a good controller 
well versed in company practices even 
though he may have no international 
background is preferable to an outsider 
who is an expert in international work 
but whose managerial qualities have not 
been proved in the company mill. In the 


corporate headquarters we find a host of 
men who have risen through the domestic 
organization but now find that a signifi- 
cant portion of their work lies in guiding 
international activities. The president, the 
treasurer, the manufacturing vice- 
president, and other key executives must 
understand and deal effectively with inter- 
national management problems. 

These managerial patterns will un- 
doubtedly continue as the internationaliza- 
tion of business gains momentum. Thus 
they pose a challenging problem for busi- 
ness education. What sort of international 
education should be provided for the large 
portion of students who, while in school, 
do not anticipate entering international 
work but who will undoubtedly carry 
international responsibilities during their 
careers? 

In the best traditions of independent 
American education, this challenging 
problem is already being met by new and 
varied approaches in several business 
schools. The Association for Education in 
International Business with the coopera- 
tion of the Quarterly Review of Economics 
and Business is pleased to present here a 
representative sample of these approaches. 
At this early stage all of these must be 
regarded as experimental but each seems 
to offer solid promise of an effective con- 
tribution. We hope that in presenting 
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them we will facilitate the spreading of 
useful ideas and most of all that we will 
stimulate new thinking on the problem. 


INTERNATIONAL MATERIAL IN A CORE COURSE 


by Professor Emile Benoit, Graduate 
School of Business, Columbia University 


The Columbia University Graduate 
School of Business, when it recently re- 
vised its curriculum, included no course in 
International Business in the “core” of re- 
quired subjects about which it was as- 
sumed all future business executives should 
have at least an elementary knowledge. 
This omission did not arise from any dis- 
position to overlook the rapidly growing 
importance of the international aspect of 
American business. A large proportion of 
the student body takes at least one inter- 
national business course as an elective, or 
has had some undergraduate training in 
international economics. It is hoped also 
to incorporate a certain amount of inter- 
national business work in other courses in 
the core program, but so far no thoroughly 
satisfactory way of doing this has been 
found. 

Provisionally, I have been devoting a 
couple of weeks of work to international 
aspects of business economics in the core 
course on Business in a Dynamic Economy 
which deals primarily with national in- 
come accounts and analysis and problems 
of economic stabilization and growth. 

Since international developments form 
an increasingly important and dynamic 
part of the business environment of 
United States firms, the logic of including 
this topic in this course is unquestionable. 
The main difficulty is that the course al- 
ready contains more material than can 
well be handled in one semester. This 
imposes very severe problems of selection 


with respect to the material to be included 
on the international aspects. 

In making this selection I have tried to 
consider what phases of international eco- 
nomics and business would be most likely 
to be of concern to American business 
managers in the next decades. Three 
major problem areas were chosen on this 
basis: (1) problems of American compet- 
itiveness affecting the vulnerability of 
United States producers both to imports 
in the domestic market and to mainte- 
nance and expansion of markets abroad; 
(2) problems of United States overseas 
investment — because of the rapidly grow- 
ing propensity of American firms to ex- 
ploit foreign markets through locally 
based production, and because of the 
rapidly increasing national interest in in- 
ternational development programs; and 
(3) problems of the international balance 
of payments — which is beginning to exert 
a far more significant influence than in 
the past on the American economy and 
on American economic policies. 

To provide even an elementary consid- 
eration of three such fundamental topics 
in a couple of weeks imposes the necessity 
of being, if not superficial, at least sketchy 
and impressionistic. One cannot expect to 
do more than describe the major problems 
and the relevant concepts, to indicate how 
they are likely to affect American business, 
and how businesses can analyze the prob- 
lems presented to them by these interna- 
tional developments in order to make 
intelligent decisions with respect to them. 
To provide some familiarity with foreign 
sources of statistical data and with meth- 
ods of handling them is also an important 
objective. The statistical bulletins of the 
OEEC, the United Nations, and the Euro- 
pean Economic Community constitute a 
highly useful part of the tool kit of any 
businessman who is interested in the inter- 


—_———— 








ee 





INTERNATIONAL ELEMENT IN MANAGERIAL EDUCATION 87 


national side of business. (It is frighten- 
ing to think of all the high-priced consul- 
tant services that could have been avoided 
—or at least more intelligently used — if 
businessmen had the habit of consulting 
these sources and the lucid treatment of 
these materials presented in the periodic 
economic surveys and analyses of the 
UN, the OEEC, and the EEC.) 

The study of international competitive- 
ness requires an understanding of interna- 
tional comparisons with respect to infla- 
tionary trends (with their monetary-fiscal 
and wage-policy determinants) ; produc- 
tivity trends (with such conditioning ele- 
ments as national growth policies and 
investment incentives); wage and profit 
rates; capital, overhead, and transporta- 
tion costs; and so on—as well as an 
understanding of the competitive signifi- 
cance of the volume of production avail- 
able for export and variations in the in- 
tensity of domestic demand. The ways in 
which the conditions of international com- 
petition are changing as a result of trends 
toward economic integration (such as in 
the European Economic Community) are 
also very important. 

The study of international investment 
involves such matters as the sources of 
international differences in normal earn- 
ings on capital; the motives for private 
foreign investment, especially direct in- 
vestment, in the modern world; the vari- 
ous forms of foreign investment and 
auxiliary activities (such as foreign li- 
censing) ; the factors to be considered and 
the mode of analysis to be employed in 
appraising the alternative foreign invest- 
ment opportunities; and the broad signifi- 
cance of the’ international economic de- 
velopment movement and foreign aid as 
it affects the opportunities for profitable 
foreign investment. 

The balance of payments is a more 


straightforward and conventional matter 
of study—the chief difficulty being to 
convey in the brief period available any 
fluency in handling the complicated and 
rather arbitrary accounting conventions 
involved. I find it useful to segregate the 
private from the public items in order to 
point up the large role of transactions on 
public account in the recent weakening 
of the United States balance. I also try 
to convey some notion of the meaning of 
foreign exchange reserves, their use as 
international business indicators, and the 
way they have influenced postwar deci- 
sions on devaluations, revaluations, and 
import and currency controls and liberali- 
zation, as well as domestic inflation and 
investment policies. 

It is extremely difficult to find teaching 
materials that are sufficiently brief for the 
specialized purposes here indicated, yet 
clear enough to be understood by students 
without prior economic training. The 
general text on international business by 
Professor Roy Blough, which will soon 
appear, will provide an important part of 
the answer. Selected passages from the 
UN annual economic surveys provide very 
helpful materials. The chapters on inter- 
national competitiveness and foreign in- 
vestment opportunities in my own recent 
book, Europe at Sixes and Sevens, may be 
utilizable for this purpose. I am so much 
impressed by the novel insights of Pro- 
fessor Albert Hirschman on economic de- 
velopment that I always try to have my 
students read a few chapters of The 
Strategy of Economic Development. I 
also find it useful to assign—not for 
formal analysis but simply as background 
reading to convey a sense of reality — one 
or two international business case studies, 
such as are assembled in Professor Fayer- 
weather’s excellent collection in Manage- 
ment of International Operations. 











Clearly the chief difficulty in the present 
arrangement is the necessity of packing 
far too much material into too brief a 
time. If international aspects of business 
are becoming as important in the United 
States as they have long been recognized 
to be in Europe, then the subject deserves 
a larger place in the core program than it 
has yet found at Columbia. 

This would provide an opportunity not 
only for a more thorough (or should I 
say less superficial) treatment of the topics 
already covered, but also for some exami- 
nation of problems of foreign operations 
and foreign marketing. These topics are 
not only of intrinsic and growing impor- 
tance in their own right, but they are also 
illustrative of the problems of cultural 
differences. If taught correctly they may 
be helpful in overcoming the naive ethno- 
centricity which has so often impaired 
both the business and the political effec- 
tiveness of American executives in their 
work and contacts abroad. As our rela- 
tionships with other countries become both 
closer and more important for our own 
political objectives, it is more than ever 
necessary that American business leaders 
generally, and not merely those with 
specialized international responsibilities, 
learn to transcend their limited back- 
ground and adopt a world view. The 
course providing an introduction to inter- 
national business should have as a major 
function the broadening of the students’ 
viewpoint which would precisely prepare 
the ground for the development of this 
type of viewpoint. 


Comparative Management Studies 

The following description of a Comparative 
Marketing course is presented as representa- 
tive of courses which are evolving in several 
management fields (comparative management 
methods, comparative labor relations, and so 
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on). Typically these courses are designed to 
provide advanced students with a deeper 
understanding of the management process in 
their field as it has evolved under different 


_ conditions with no primary objective in in- 


ternational studies. However, it is quite 
evident as we note the content of Professor 
Walters’ seminar that the students inevitably 
are acquiring an understanding of foreign 
business. Thus, as comparative management 
studies expand, they must be looked upon as 
an important contribution to the problem 
posed in the introduction. J.F. 


THE COMPARATIVE APPROACH TO MARKETING 


by Professor J]. Hart Walters, Graduate 
School of Business and Public Administra- 
tion, Cornell University 


In offering a Seminar on Comparative 
Marketing at Cornell, our first stress is on 
the fundamental nature of the process 
that we in the United States call “market- 
ing.” Subsequently, we attempt to evalu- 
ate how the process differs or is similar 
in different socio-economic environments, 
employing the general theoretical cate- 
gories as “benchmarks.” 

In its substance, marketing is viewed as 
“trade” (the word used in most lan- 
guages), which consists essentially of the 
exchange or passing of goods and/or serv- 
ices among individuals or groups within a 
society. Trade, furthermore, is an ex- 
change of surpluses among people whose 
labor is differentiated with respect to the 
products or services they produce or ren- 
der. Since, in all but the most primitive 
of conditions, Man is unable through his 
own physical efforts to obtain all of his 
subsistence and other needs, trade then 
fulfills the necessary social function of 
providing the means for the distribution 
of sustenance throughout the society. 
Moreover, just as trade is a consequence 
of labor division and specialization, so is 
it also a necessary element in the continu- 
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ation of labor division, because the special- 
ized laborer can continue to specialize only 
to the extent that the fruits of his labor 
can be exchanged for those of others. 

Universal as the process may be, its 
form in various environments can differ 
considerably. For example, some form of 
market communication is, in all instances, 
an essential prerequisite for an exchange 
to occur. Yet, we would find the competi- 
tive advertising of private enterprise in 
the United States to differ considerably, 
both in terms of technique and message, 
from the communication of the state en- 
terprise in the U.S.S.R. or a cooperative 
distributive agency in India. 

In conducting our course at Cornell, 
our first step is to make some generaliza- 
tions about marketing and to illustrate 
those generalizations with historical ex- 
amples that are widely separated in time 
and space. Subsequently, a general con- 
cept of marketing functions is introduced, 
as well as some general ideas of organ- 
ization. 

Our next major task is to look at the 
contemporary scene, choosing first several 
countries in Western Europe, then the 
Soviet Union and one other Eastern Euro- 
pean country, and finally one or more of 
the “underdeveloped” nations of Asia, 
Africa, or South America. In each case, 
we attempt first to identify points of dif- 
ference or similarity, and second (and 
most important) to search for the critical 
variables that produce the phenomenon 
in question. In this search for the “critical 
variables” we feel free to draw on a wide 
range of disciplines and to look upon a 
wide range of phenomena, including the 
structure of the economy, the political 
organization, the culture of the nation in 
question, its level of economic develop- 
ment, its history, geography, and demog- 


raphy —in short, everything that can 
reasonably be related to and incorporated 
into an analysis that can help explain the 
phenomenon. 

Finally, at the end we again review our 
basic generalizations about marketing, and 
try to ascertain to what extent these con- 
ceptions are useful in helping us to under- 
stand the substance and form of this 
important economic and social process in 
different environments. 


A BASIC INTERNATIONAL OPERATIONS COURSE 


by Professor John Fayerweather, Grad- 
uate School of Business Administration, 
New York University 


The most direct soluticn to the problem 
posed in the introduction would be for all 
students to take a course covering the 
basic problems of managing an interna- 
tional business. In the present state of 
business education it is not feasible to 
consider such a course as a universal re- 
quirement. Nonetheless a voluntary course 
along the same lines can make a signifi- 
cant contribution in the right direction. 

The crucial question is whether a course 
can be developed which is sufficiently use- 
ful to the student aiming for a domestic 
career so that he will elect it even though 
the tangible application of the interna- 
tional content for his immediate future is 
not apparent. This is a tough problem but 
experience indicates that a degree of suc- 
cess in meeting it is possible and further 
progress may be expected in the future. 

Over the past eight years I have given 
several variations of a course in manage- 
ment of international operations at the 
Columbia, Harvard, and New York Uni- 
versity graduate business schools. The re- 
sults of these experiments support the 
thesis that a strong course in international 
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business management can attract a signifi- 
cant portion of management students who 
are not specializing in international busi- 
ness. A few statistics covering the 1961 
offering of the course at NYU provide 
helpful evidence. 


Enroll- 
ment in Distri- 
international bution of all 
marketing graduates, 
Major course June, 1961 
International 
business 23% 2% 
Marketing 32% 12% 
Management 32% 37% 
Finance, 
banking, or 
accounting 13% 42% 
Other 0 7% 


The international business specialists in- 
clude both IB majors and those majoring 
in another area with a minor in IB. The 
second column is given as the only avail- 
able measure of the distribution of the 
student body as a whole. These figures 
confirm my own observation that a sub- 
stantial portion of the students have no 
immediate commitment to an interna- 
tional career. The degree to which non- 
specialists are being covered by the course 
is also indicated roughly by the enrollment 
in two terms in the 1960-61 years of some 
85 students compared with 602 in the 
graduating class including 14 IB majors. 
While these figures are not directly relat- 
able, they check with previous experience 
at Columbia and Harvard where other 
versions of the course attracted from 5 to 
15 percent of the students. 

What are the basic ingredients in the 
course which make it a useful experience 
for the noninternational specialist? First, 
it is organized as an advanced manage- 
ment course and, second, it is taught as 


agement action. The meaning of this 
can best be grasped with an outline of the 
course in mind. I will use the current 
NYU course in International Marketing 
to illustrate. 

The course deals in succession with the 
main marketing areas: establishing ob- 
jectives, distribution methods, promotion, 
organization, and so forth. Some back- 
ground reading and a case from Manage- 
ment of International Operations are 
assigned for each class. The class periods 
are devoted entirely to discussing the cases. 
The discussion proceeds on the assump- 
tion that the students are already well 
grounded in marketing fundamentals. I 
have had a few students without such a 
background and they always have diffi- 
culty and are now excluded by making a 
basic marketing course a prerequisite. 
Thus, for example, in a problem concern- 
ing the choice of advertising media in 
India no time is spent in discussing the 
basic differences among press, radio, and 
other media, allowing full attention to be 
given to the application of the funda- 
mentals to the Indian scene. 

So far as the noninternational specialist 
is concerned, the course might just as well 
be called Application of Marketing Skills 
to Varied Circumstances. Coming into 
each case with a pattern of principles and 
skills derived from his basic marketing 
education, he strengthens and broadens his 
capacity by being forced to apply them to 
new situations. My objective, even with 
the international specialists, is not to teach 
how to market in India or any other 
country, but rather to develop the ca- 
pacity to adapt marketing skills to circum- 


an intensive decision-making experience. ’ 
Thus while the content is international, 
the pedagogical impact is that of an ad- 
vanced course in determination of man- 











INTERNATIONAL ELEMENT IN MANAGERIAL EDUCATION 91 


stances where economic, social, and other 
factors may be distinctly different from 
those of the United States. This type of 
flexibility, though perhaps not so essential 
for the noninternational specialist, is cer- 
tainly useful nonetheless. By applying his 
marketing skills to foreign problems he 
escapes any risk of merely storing up a 
set of American-oriented answers to mar- 
keting problems. He is forced to handle 
them in a mature manner, testing all the 
environmental considerations upon which 
they rest. This is the essence of the ad- 
vanced management character of the 
course. 

The intensive decision-making aspect 
rests upon the rigorous use of case analysis 
in the classroom. Little more need be said 
on this subject for its merits rest upon the 
nature of the case method, which has been 
very widely debated. Suffice it to say that 
for those students who find this a useful 
experience and for whom it is appropriate, 
the course as constituted is a valuable 
decision-making experience. I would also 
suggest that it would be difficult to con- 
ceive a non-case international operations 
course with much appeal for the non- 
international specialist. Lectures and dis- 
cussions in such a course would, I think, 
tend to place such stress on the “differ- 
ences” characterizing foreign marketing 
that the nonspecialist would lose interest. 
This problem might be overcome by skill- 
ful design but it appears to me that the 
use of cases avoids the problem nicely 
because the realities of each case force one 
to deal with its total character rather than 
just the uniquely foreign aspects. 

To sum up my thesis, it is that an inter- 
national operations course which provides 
an advanced experience in application of 
basic management skills and decision- 
making can attract and be a useful experi- 


ence for a substantial portion of students 
who do not have an immediate intention 
of entering international work. 


INTERNATIONAL CONTENT 
IN BASIC MANAGEMENT COURSES 

by Professor Richard M. Clewett, 
School of Business, Northwestern Univer- 
sity 

In planning the curriculum at North- 
western University we have recognized 
that international business developments 
in recent years have left few firms in this 
country unaffected, directly or indirectly, 
and there is every reason to believe that 
the international aspects of business will 
become even more important in the fu- 
ture. Thus we have a real obligation to 
adjust our offerings, methods, and faculty 
so that our graduates will be prepared for 
the types of problems and environments 
they will face when they achieve respon- 
sible positions. 

Our plans have been based on existing 
career patterns. Few graduates are hired 
for immediate assignment to foreign posts 
or even for placement in an international 
division at home. Moreover, even on the 
graduate level few students are able to 
foresee the positions they will hold in the 
future or to know the specific training 
they should acquire in preparation for 
their careers. Consequently, there seems 
to be little need for highly specialized 
training in international business opera- 
tions in most schools of business. The 
relatively small group of students seeking 
such an education may be accommodated 
by the handful of schools filling this niche. 

While over the years we have felt it 
unwise to offer highly specialized and 
descriptive courses in exporting and 
foreign trade, the conscious recognition of 
positive objectives relating to the inter- 
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national aspects of our management cur- 
riculum has nevertheless been growing. 

An important cpntributing influence 
has been the foreign travel of faculty 
members in connection with consulting 
and educational projects in more than a 
dozen countries on five continents for 
periods extending from a few weeks to 
two years. It is only natural that faculty 
members returning from abroad should 
give greater emphasis to the international 
aspects of their subjects, through journal 
articles, problems, and cases. The value 
of this approach has been indicated as it 
has been applied in varying degrees in our 
courses in marketing, finance, transporta- 
tion, human relations, business policy, 
economics, and social problems of busi- 
ness. On the other hand, accounting, 
statistics, and production management 
provide little opportunity to relate to in- 
ternational business. 

Some detail concerning two specific 
areas should help the reader to under- 
stand the opportunities of the approach 
we have followed. In marketing, the com- 
parative approach has value in the basic 
course. Learning of marketing methods 
and structures of foreign countries makes 
possible a better understanding of domes- 
tic marketing. At the same time, this 
knowledge contributes to preparation for 
analyzing problems and cases concerned 
with marketing abroad. Such cases have 
become a part of our marketing manage- 
ment course. In the field of marketing, 
the management problems about which 
attention is centered are marketing in 
foreign countries, competing with imports, 
and the profitable resale of imported 
items. 

In transportation, Professor Berge has 
for many years taken a global viewpoint 
and encouraged his students to develop an 


awareness of developments abroad. In 
addition to the discussion of articles from 
foreign publications which point up differ- 
ences and stimulate analysis, he has also 
required a term paper on some phase of 
transportation outside the United States. 

Recognizing that our efforts have not 
been closely coordinated and that there is 
some danger in relying upon each pro- 
fessor to weave into his course the interna- 
tional aspects of management, even though 
he is qualified to do so, we recently re- 
viewed our opportunities in a more sys- 
tematic manner as a basis for a clearer 
understanding of responsibilities. 

The first benefits of this review will be 
reflected in our revised MBA program 
which was launched in the fall of 1961, 
and which will provide considerable op- 
portunity for the student to pursue a 
special interest, such as international busi- 
ness management, through term papers, 
seminar projects, and special study. In 
time, an elective course in international 
business management and possibly one in 
international marketing may be offered 
but we will probably continue to place our 
main emphasis upon the approach which 
considers the international aspects of man- 
agement as a normal phase of business 
management. 

The objectives of our efforts in treating 
international business may be stated as 
follows: 

(1) Encourage students to think of 
foreign business opportunities, foreign 
competition, and foreign products for re- 
sale as common considerations in the 
operation of most businesses. 

(2) Offer guidance and opportunities 
for students to gain the general back- 
ground knowledge necessary to recognize 
the problems and forces involved in inter- 
national business. 
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In summary, we at Northwestern Uni- 
versity are persuaded that the interna- 
tional aspects of business can and should 
become a part of many of our regular 
courses, but that to be successful such a 
plan necessarily 


involves coordination 


among various courses. Moreover, profes- 
sors responsible for those courses in which 
the international aspects of management 
are treated should have had some relevant 
and intimate exposure to business in a 
foreign country. 














Federal Tax Reform: A Review * 


A general reform of the federal tax struc- 
ture has been the subject of extensive dis- 
cussion for nearly twenty years, with very 
little progress made toward any major 
overhaul of the structure. The initial im- 
petus to the discussion was provided by 
the very sharp increase in coverage and 
rates of the income tax and the extension 
of the excise system during World War II, 
which greatly accentuated the concern for 
economic effects of the tax system and the 
interest in equity considerations. With the 
end of the war there appeared a large 
number of pamphlets, articles, and papers 
on the question of tax reform, together 
with two significant general studies. The 
first was William Vickrey’s Agenda for 
Progressive Taxation,’ exhaustive and 
carefully reasoned, with its emphasis on 
the need for cumulative averaging to 
eliminate discrimination against irregular 
incomes. The second was the penetrating 
and satirical essay entitled Federal Tax 
Reform? by the late Henry Simons, the 
most eloquent writer that the field of pub- 
lic finance has ever known in the United 
States. Unfortunately the significance of 
these two books for actual reform was 
negligible. In 1948, Congress did elimi- 
nate the most glaring inequity in the in- 
come tax when it authorized income split- 





*A review of Federal Tax Reform, by Dan 
Throop Smith (New York: McGraw-Hill, 
1961. Pp. viii, 328. $7.00). 

*New York: Ronald, 1947. 

* Chicago: University of Chicago Press, 1950. 


ting between husband and wife, thus 
making for uniformity among residents 
of the various states. Otherwise there was 
little change, and the hope for substantial 
rate reductions was destroyed by the rising 
defense spending. Thence for a decade 
there were no major general studies of the 
question, although many of the issues were 
reviewed in Roy Blough’s somewhat dis- 
appointing The Federal Taxing Process,’ 
and articles, papers, and pamphlets advo- 
cating a wide variety of approaches con- 
tinued to appear. During the early fifties 
there was published a series of studies of 
the effects of federal taxation on various 
aspects of the economy, undertaken under 
the auspices of the Harvard Business 
School with a grant from the Merrill 
Foundation.* While not directly propos- 
ing reforms, the studies provided a more 
satisfactory basis for the development of 
reform measures. 

When the Eisenhower Administration 
came into office it pledged review of the 
federal tax system, and ultimately, in 1954, 
persuaded Congress to make a number of 
changes. Most of these were minor ad- 
justments designed to increase equity. One 





*New York: Prentice-Hall, 1952. 

“See for example J. K. Butters, L. E. Thomp- 
son, and L. L. Bollinger, Effects of Taxation: 
Investments by Individuals; T. H. Sanders, 
Effects of Taxation: on Executives; and D. T. 
Smith, Effects of Taxation: Corporate Financial 
Policy, published in Boston by the Harvard 
University Graduate School of Business Admin- 
istration, in 1953, 1951, and 1952 respectively. 
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effect was a significant increase in the 
complexity of the tax returns relative to 
the simple versions developed during the 
war. The most important modification of 
the tax structure was the partial elimina- 
tion of double taxation of dividend in- 
come, an aspect of the tax structure which 
had been the subject of substantial atten- 
tion. After this legislation the Administra- 
tion seemed to lose all interest in tax 
reform and took no further initiative, oc- 
casionally toying with the idea of a sales 
tax but never actually endorsing one. 
Faced with inertia on the part of the 
Administration, governmental leadership 
on the study of tax reform passed to Con- 
gress itself, and two extensive volumes 
were prepared and published, both con- 
taining large numbers of papers by persons 
outside the government. The first: was 
entitled Federal Tax Policy for Economic 
Growth and Stability,® prepared by the 
Joint Committee on the Economic Report, 
and published in 1955. Next, in 1959, the 
Ways and Means Committee, under the 
able leadership of Representative Wilbur 
Mills of Arkansas, sponsored a much 
more exhaustive three-volume study, run- 
ning to 2,382 pages, entitled Tax Revision 
Compendium.® This is the most complete 
collection of material on the question of 
federal tax reform which has ever been 
made. A wide variety of points of view 
are expressed, and while some papers rep- 
resent special pleading, many offer signifi- 
cant contributions to the subject. In the 
instance of both volumes, the persons who 
prepared papers appeared at hearings 
held by the committees to discuss their 
papers and answer questions. The unfor- 
tunate feature of the publications is the 





* Washington: U.S. Government Printing 
Office, 1955. 
*Washington: U.S. Government Printing 


Office, 1959. 


Government Printing Office’s usual unap- 
petizing format and type selection. 

In 1961 there appeared the first book- 
length unified general study of the ques- 
tion of federal tax reform in a decade, 
with the publication of Dan Throop 
Smith’s Federal Tax Reform. Smith has 
been a member of the faculty of the 
Harvard University Graduate School of 
Business Administration for 25 years; his 
first well-known publication was Deficits 
and Depressions,’ and he participated in 
the preparation of the series on the 
effects of taxation noted above. In more 
recent years he served as chief tax adviser 
to the Eisenhower Administration during 
most of its period in office. As might 
be expected, therefore, this volume re- 
flects a moderate-Republican philosophy 
of taxation and tax reform. The author 
has an anti-government-expenditure bias, 
yet he recognizes the important contribu- 
tions of government to society, and he 
does not expect significant reductions in 
expenditure levels. He is unsympathetic 
toward fiscal policy and antagonistic to- 
ward the secular stagnation doctrine and 
the New Deal fiscal experiments, but he 
recognizes that unbalanced budgets are 
inevitable in depressions and _ probably 
helpful in aiding recovery. He instinc- 
tively dislikes progression, but accepts it 
with reservations; he argues that the pres- 
ent tax structure is injurious to economic 
growth but his proposals for reform are 
basically very moderate and by no means 
all favorable to the business community. 

His evaluation of the present federal tax 
system and his reform proposals are based 
upon the usual standards for taxation, 
with greater emphasis on growth and less 
on stability than is typical of many stu- 
dents of the question. The desirability of 
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neutrality of taxation is stressed, and the 
use of taxation as an instrument of control 
of the economy rejected. 

His basic proposal for the personal in- 
come tax, an analysis of which constitutes 
the bulk of the volume, calls for a signifi- 
cant reduction in the top-level rates, which 
he regards as extremely injurious to the 
economy, and slight reductions at the 
lower levels (but with no increase in ex- 
emptions), coupled with moderate tight- 
ening of exclusions and deductions. He 
stresses the relatively small revenue yielded 
by the top-bracket rates and the ease of 
making up the sums from adjustments in 
coverage of ‘the tax. But unlike several 
recent writers® his loophole closing is mod- 
erate, and he is very unsympathetic to the 
idea of making all income taxable with- 
out deductions. His major tightening pro- 
posals include stricter expense account 
rules; elimination of exclusions of sick 
leave pay, of state and local bond interest 
on future issues, and of retirement income; 
and elimination of deductibility of taxes 
and interest, with deduction of charitable 
contributions limited to amounts in excess 
of a specified percentage of income. He 
strongly condemns the proposals to tax 
the rental-value of owner-occupied homes. 

Substantial attention is given to the 
questions of capital gains and deprecia- 
tion, his analysis of the capital gains prob- 
lem being weakened by his insistence that 
capital gains are not income, a futile 
terminological argument. Smith recognizes 
the abuses of the present lenient treatment 
of capital gains, but he regards favorable 
treatment of certain capital gains as im- 
perative for economic growth. He there- 
fore recommends that the category re- 





*For an example, see I. J. Goffman, Erosion 
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ceiving special treatment be narrowed in 
scope, and that some gains now receiving 
special treatment be taxed as regular in- 
come. He also recommends an increase 
in the minimum holding period. For 
those capital gains continuing to receive 
special treatment, the rate would be ad- 
justed in terms of the period the invest- 
ment had been held, with a 12% percent 
rate on investments held over ten years. 
This change would reduce the present 
maximum tax on such gains by half. He 
does not favor application of tax to gains 
accrued on property held until death, but 
recommends that the cost of the property 
to the decedent be carried forward as the 
base for calculating the tax when the 
property is ultimately sold by the heir. 
Under present law these gains are wiped 
out completely for tax purposes, since the 
heir may use the value at time of inherit- 
ance in figuring any future tax liability. 
He also advances a more revolutionary 
idea as an alternative possibility: the 
allowance of a tax-free rollover (as now 
permitted on owner-occupied homes) on 
all types of investment, but taxation as 
regular income of any of the gains not re- 
invested. This of course is similar in 
principle to the spendings tax approach to 
the problem of capital gains. The desir- 
ability of this proposal depends in part on 
the relative need of the economy for con- 
sumption and capital formation, and the 
plan raises some serious equity questions, 
particularly for older persons who must 
utilize the sums for consumption. 

Smith considers the most urgently 
needed reform in the entire system to be 
liberalization of depreciation allowances, 
which he characterizes as the least liberal 
in the world. But his proposal again is a 
very moderate one; he would allow firms 
to use much shorter periods of estimated 
life than at present, with the requirements 

















98 QUARTERLY REVIEW OF ECONOMICS AND BUSINESS 


that capital gains on depreciated property 
be fully taxable, and that depreciation for 
tax purposes not be permitted to exceed 
depreciation charges made for the firm’s 
own accounting purposes. He regards lib- 
eralization of depreciation rates as more 
effective than reductions in the corpora- 
tion tax rate as a means of stimulating 
investment —a contention not accepted 
by many students of the question. On the 
general problem of corporate-personal tax 
relationships, Smith argues merely for re- 
tention of the present dividend credit sys- 
tem, rather than for any drastic increase 
in the program to eliminate double taxa- 
tion. He is very unsympathetic to the 
undistributed-profits solution. He argues 
for substantial tightening of the laws 
relating to mergers and for a stricter treat- 
ment of cooperatives and depletion allow- 
ances. Few persons— except the inter- 
ested parties — would disagree with these 
final recommendations. 

The question of trusts is discussed at 
length; the present treatment is regarded 
as particularly objectionable because the 
consequent multiplication of trusts tends 
to make investments more conservative; 
trust funds are not normally available for 
development and expansion of new ven- 
tures. His proposal is that trusts be disre- 
garded for income tax purposes; the in- 
come would be taxable to the person 
establishing the trust or to the beneficiary, 
depending on the status of the trust. In 
the estate tax field, replacement of the 
estate tax by an inheritance tax is pro- 
posed in the interests of equity. He does 
not propose integration with the gift tax 
or any significant increase in burden. 

The final section deals with the excises; 
a 2 percent general sales tax, preferably at 
the wholesale level, is proposed to replace 
the present excises except those on liquor 


and tobacco and the highway finance 
levies. 

The weaknesses of the present excise 
system are unquestioned; but the replace- 
ment of this relatively simple system by a 
general sales tax of equivalent yield at a 
nonretail level, as proposed, with all the 
problems which it would create, seems 
completely unreasonable. Experience of 
other countries has demonstrated very 
clearly the complications which arise in 
the operation of nonretail sales taxes, par- 
ticularly those of attempting to maintain 
equity among firms using different forms 
of distribution channels. A manufacturers 
sales tax, for example, discriminates 
against those manufacturers who have 
taken on wholesaling functions unless 
price adjustments are permitted for tax 
purposes, and Canadian experience over 
thirty years in this field has shown the 
difficulties in such adjustments. A whole- 
sale sales tax tends to favor the large 
backward-integrated retailer unless com- 
plex adjustments are made. A sales tax at 
the federal level makes no sense at all 
unless large additional sums are sought 
from this source (and even then there are 
major objections). But Smith does not 
look to this source for large additional 
sums. Except for the very objectionable 
tax on passenger transportation (which 
tends to make more difficult the provision 
of adequate public passenger transport and 
adds to highway congestion), the present 
excise tax system is obviously doing very 
little harm to the economy and gives rise 
to little administrative difficulty. Smith 
argues, incidentally, that if a sales tax is 
not adopted, under no circumstances 
should any excises be eliminated, a posi- 
tion which takes no cognizance of the 
obvious evils of the transportation tax. 

In his discussion of a sales tax proposal, 
he recognizes the general superiority of the 
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retail tax over the other forms but con- 
cludes that it should not be used because 
the states have come to rely heavily upon 
it. This argument—also used by the 
NAM — makes no sense of any kind. 
Federal use of a sales tax at any level will 
interfere with continued use by the states 
of their major revenue source. It is pure 
sophistry to argue that placing the federal 
tax at a nonretail level would avoid such 
interference. If both levels of government 
are to use the sales tax, elementary com- 
mon sense suggests that the tasks of com- 
pliance and enforcement for all concerned 
will be simplest if the taxes are collected 
at the same level in the distribution 
channels. 

In his discussion of sales taxation he 
makes one of the few technical errors of 
the book, in arguing that producers’ goods 
must be exempted from the tax to avoid 
favoring the integrated firm. This is, of 
course, untrue; firms producing taxable 
goods for their own use are typically re- 
quired to pay tax on the value of those 
goods. There are good reasons for exclud- 
ing producers’ goods from a sales tax, but 
this is not one of the significant ones. 

The analysis in the volume is not on a 
high theoretical level, and no attempt is 
made to further what may be called the 
theory of taxation; in fact Smith fails to 
consider some of the most significant con- 
tributions to the theory in recent years 
which have important policy implications. 
A major example is the failure to recog- 
nize the analyses in the last decade by 
Musgrave and others on the effects of in- 
come taxation on risk-taking in the econ- 
omy. On the contrary, the author engages 
in his usual windmill-tilting against what 
he calls “tax theorists.” He is careful not 
to identify these persons, and would be 
hard pressed to do so; the ideas which he 
attributes to them bear no relation to those 
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of the writers who have made important 
contributions in recent years to the theory 
of public finance. For example, no repu- 
table economist for a generation has justi- 
fied progressive tax rates on the basis of 
the Law of Diminishing Marginal Utility, 
yet Smith writes as if this were the usual 
position. Nevertheless the book is not 
without merit in presenting a well-written 
comprehensive analysis of the problems of 
the federal tax structure. 

Whether the book will have more im- 
pact on actual reform than its predecessors 
is doubtful. The moderate nature of the 
proposals makes them unacceptable to the 
very substantial group which argues for 
very much greater elimination of various 
exemptions and deductions. Certainly the 
top tax advisers in the present administra- 
tion, such as Heller and Surrey, have no 
sympathy for still more lenient treatment 
of many capital gains and even less for 
Smith’s somewhat lukewarm attitude on 
depletion. There has been an unfortunate 
tendency on the part of some Administra- 
tion supporters and other writers in recent 
years to seek to eliminate all exemptions 
and deductions of any kind, without rec- 
ognizing that some make very significant 
contributions to the over-all equity of the 
structure in terms of usual standards, by 
adjusting tax burden more precisely in 
terms of taxpaying capacity. In this re- 
spect the Smith proposals help to restore 
sanity in thinking in this field, but they 
will not convince those who hold strongly 
to the more extreme approach. 

Despite differences in emphasis between 
Smith’s proposals and those of other 
writers and Administration advisers in the 
field, there exists a very widespread ac- 
ceptance of the principle that the federal 
tax system would be greatly improved if 
the top-bracket rates were lowered to 
more reasonable figures, the progression 
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made less steep, and at the same time 
major loopholes closed and the over-all 
coverage of the base of the tax broadened. 
The extremely high rates, which are 
among the highest in the world, are ac- 
tually little more than political window 
dressing. But there are very significant 
obstacles in the way of this path to reform, 
and, in fact, to any general reform. The 
first is the fear by so many persons in 
strategic legislative and executive positions 
of strong adverse political reaction to re- 
ductions in top-bracket rates; many are 
fearful of supporting any proposals which 
will be interpreted as “favoring the rich.” 
The attitude of many persons in political 
life on this question is similar to that on 
the “wet” versus “dry” issue of a few 
decades ago. For years most political 
leaders were afraid to support the “wet” 
side for fear that such action would be 
interpreted as favoring “sin” — yet ulti- 
mately it became very clear that a strong 
majority of voters in the country were 
clearly opposed to prohibition. 

A second obstacle relates to the other 
side of the picture, that of closing loop- 
holes. Groups which now benefit from 
such loopholes fear that they would suffer 
a net loss, despite lower tax rates, if their 
loophole were closed, as in fact they typi- 
cally would. Thus they fight strenuously 
any tightening of the tax which would 
affect them, whereas there are no similar 
strong groups to fight for the over-all 
program, which would benefit all tax- 
payers except those enjoying the present 
loopholes. There is also a fear on the part 
of groups hostile to higher levels of federal 
spending that once the loopholes were 
closed, rates would soon move back to 
present levels; now at least the top rates 
can scarcely go any higher. 


A third obstacle is the necessity for 
agreement on specific details if reform is 
actually to be undertaken; unfortunately 
there exists among the supporters of the 
general program of reform a wide diversity 
of opinion as to precise policies. What is 
a loophole to one person is a desirable ad- 
justment in terms of equity or economic 
effects to another. On the major issue of 
capital gains, for example, although it is 
easy to point out the inadequacies of the 
present treatment it is not simple to de- 
velop a workable plan of reform that 
would meet the objections to the present 
system. Thus Congress, overwhelmed by 
varied and conflicting proposals, tends to 
do nothing. 

The final obstacle in the past year, and 
to some extent before, has been the “crisis” 
atmosphere pervading Washington, which 
has made concentration on any problem 
other than those of foreign policy and na- 
tional defense very difficult. Continued 
inaction on important domestic policies 
such as tax reform may ultimately have 
serious consequences for the economic 
strength of the country and thus its de- 
fense position and its ability to convince 
developing economies of the merits of the 
market economy. 

These obstacles to reform are very sig- 
nificant; even limited reform will be diffi- 
cult to attain. And certainly even limited 
reform can be attained only by strong 
Administration leadership in the field. It 
is hoped that such leadership will be forth- 
coming in the next year. 


Joun F. Duty 


+ Mr. Due is professor of economics at the 
University of Illinois. 
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Progress in Operations Research, Volume 1. 
Russell L. Ackoff, ed. (New York: Wiley, 
1961. Pp. xii, 505. $11.50) 


This book inaugurates a proposed series 
of review volumes designed to serve as 
basic reference works on major operations 
research techniques. It provides up-to- 
date information and excellent bibliogra- 
phies on decision and value theory, inven- 
tory theory, linear programming, dynamic 
programming, queuing theory, sequencing 
theory, replacement theory, simulation, 
and military gaming. Professor Ackoff’s 
introductory chapter on the meaning, 
scope, and methods of operations research 
and Professor Churchman’s following 
chapter provide a framework for the field 
of operations research which is not well 
developed in the succeeding chapters. In 
part this is due to the difficulty of coordi- 
nating the work of the 13 contributing 
authors, but mainly it reflects the unartic- 
ulated nature of operations research. 

Running throughout the book is one 
central question: Can operations research 
outgrow the stigma of being a technique 
and develop a common body of knowl- 
edge such as would enable it to develop 
the status of a professional field of learn- 
ing? Related to this issue is the suggestion 
that operations research represents a 
unique discipline directed to the study of 
an operation which may be contrasted 
with the contrary view that the field is 
merely part of other disciplines. The state 
of the art is well illustrated in the discus- 


sion of military gaming where the three 
forces shaping modern military gaming — 
the classic war game, electronic computing 
machines, and mathematical game theory 
—are pictured as three separate streams 
and not as any unified technique. 

Yet progress is displayed both in the 
gradual and continuous growth of tech- 
niques and in the efforts to broaden the 
scope of the business problems, from the 
lower level of management decisions, with 
which operations research is concerned. 
In this respect the reviewer was a little 
disappointed not to find some reference to 
heuristic problem-solving techniques and 
more on probability theory. 

The discussions of the techniques are 
excellent. To this reviewer they appeared 
comprehensive and accurate. The discus- 
sion of inventory theory explains how the 
technique has developed its own body of 
mathematics so it can be carried on with 
little or no reference to the “real world” 
of operations research. After a clear de- 
scription of the various mathematical 
models of inventory theory, Professor 
Hanssman convincingly suggests “the 
theory has been carried to a degree of 
mathematical sophistication in some areas 
which is not fruitful in light of the crude- 
ness of data... .” 

Illustrative of the thoroughness of the 
chapters on techniques is the discussion 
of mathematical programming. Defining 
mathematical programming as an opti- 
mization technique, Professors Arnoff and 
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Sengupta start with man’s long interest in 
optimizing problems and the emergence 
over history of new classes of optimization 
problems; call attention to the limited 
progress in developing mathematical pro- 
gramming methods to solve the general 
allocation problem; and quickly direct the 
reader’s attention to linear programming, 
where considerable success has _ been 
achieved in solving specific allocation 
problems. Tracing linear programming 
from George B. Dantzig’s initial mathe- 
matical statement of the linear-program- 
ming problem in 1947 and the develop- 
ment of the simplex method in the same 
year, the authors discuss in a highly in- 
formative way the relationship of various 
developments in the technique. Progress 
in each of the areas of the technique is 
treated in terms of theoretical develop- 
ment, computational development, appli- 
cations to problems, and unsolved prob- 
lems of the technique. The 10-page se- 
lected bibliography on the topic is the best 
this reviewer has seen. 

The volume is a technical discussion 
directed to those concerned with how to 
do operations research, though the reader 
who wishes to learn about operations re- 
search can learn much from it. By way 
of criticism, the subject index is quite 
inadequate and will prove frustrating to 
anyone using the book as a reference 
source for specific topics. 

Throughout the book, a conservative 
element prevails. Here are no unreason- 
able claims for operations research. The 
limitations in the application of the tech- 
niques to military and industrial problems 
are well covered. This may well explain 
the inability of the authors of the last 
chapter to present more convincing sup- 
port for the view that operations research 
has a great future. Rather, they throw out 
a substantial challenge and suggest that 


advances in concepts and _ techniques 
should be made in operations research to 
enable work to be done on management 
problems of handling risk, meeting com- 
petition, and the development of organiza- 
tion theory. 

This volume does not provide an answer 
to the fundamental question of the nature 
of the field, but it does provide a picture 
of the trend of the growth of the field. 
It is highly recommended. 


Norton M. Beprorp 


University of Illinois 


Research for Public Policy. By Pendleton 
Herring and others (Washington: Brookings, 
1961. Pp. ix, 126. $1.50) 

This book consists of three lectures by 
distinguished research administrators and 
related comments by equally distinguished 
panelists. The occasion was the dedication 
of The Brookings Institution’s new Center 
for Advanced Study, so the comments con- 
cerned those areas of research and policy 
to which Brookings has traditionally de- 
voted its attention. The comments in gen- 
eral are those of mature and perceptive 
scholars who have had personal experience 
with most of this generation’s major de- 
velopments in the social sciences and our 
attempt to apply those developments to 
public policy. 

I found these remarks disappointing in 
only one respect: I hoped for some in- 
sight on the problem of organizing and 
administering the gargantuan effort which 
will be required to investigate the terrain 
these gentlemen have put before us. Those 
with administrative responsibility largely 
avoided this issue, preferring to sketch 
promising starts for the researcher. This 
work then would be more useful to the 
prospective Ph.D. candidate than to the 
prospective research executive. 








One panelist, Mr. Grodzins, did con- 
sider one aspect of research administra- 
tion: how available research funds should 
be allocated among researchers. He ob- 
jects to the practice of distributing funds 
on the basis of project applications, 
“which by their very nature must reduce 
research freedom,” and suggests that the 
appropriate criterion is the past perform- 
ance of the applicant. My impression is 
that current foundation practice consists 
of some weighted average of these two 
policies, a mixture which suits my taste 
better than either alone. To take an ex- 
treme example, I have no doubt that, in 
the 1950’s, John von Neumann could have 
obtained support from virtually any foun- 
dation with the most nominal of pro- 
posals: say the duplicate of his applica- 
tion for a fishing license. Such action 
would be consistent with Mr. Grodzins’ 
standard. Surely this is the easiest part of 
a foundation official’s job—it is com- 
parable to a banker considering Nelson 
Rockefeller’s application for a modest 
loan. But the administrator who supports 
only such low-risk proposals is not doing 
an adequate job. He should seek to sup- 
port those with potential contributions as 
well as those who have succeeded. Foun- 
dation grants are an input in the research 
production function as well as a reward 
for the output. In the absence of a past 
record of productivity, a research proposal 
is about as reliable an index of the ex- 
pected quality of what might result as 
anything that I know of, provided the 
standard of judgment is the logical con- 
sistency of the proposal rather than its 
objectives. The mere existence of large 
sums of money in foundation treasuries 
will influence the nature of our research 
effort, regardless of the criterion employed 
in allocating such funds; they are a part 
of Mr. Grodzins’ ecology. Given that such 


a relationship exists, we have a responsi- 
bility to design an administrative mech- 
anism which will make the influence a 


constructive one. 

With regard to the major speeches, I 
felt that Mr. Herring established his prop- 
osition that rapid social change generated 
both demand and supply of research in 
the social sciences. Mr. Mosely’s descrip- 
tion of the emergence of a discipline 
devoted to the study of foreign policy was 
quite stimulating. In this critical area, 
where our future is so dependent upon the 
productivity of the professional, it is re- 
assuring to see some signs of the conver- 
sion of art into science. Not that art is 
to be disparaged — in the short run it is 
our only hope, for the scientific structure 
is inadequate to support decisions, which 
must be made currently. But artistic 
ability cannot be accumulated from gen- 
eration to generation; that is an attribute 
of science. It is time we began the process 
with respect to the area of foreign rela- 
tions. Mr. Hitch made a number of per- 
ceptive observations on the particular role 
of economics and economists in contribut- 
ing to the public policy. 

LAWRENCE E. FouRAKER 
Harvard University 


Central Planning in Czechoslovakia: Organi- 
zation for Growth in a Mature Economy. By 
Jan M. Michal (Stanford: Stanford Univer- 
sity Press, 1960. Pp. xii, 274. $5.75) 

This is a most useful compendium of 
statistical information on economic de- 
velopment in postwar Czechoslovakia. The 
ten chapters of the book deal successively 
with population and manpower, four 
major branches of “material production” 
underlying the Marxian concept of na- 
tional income, foreign trade, money and 
prices, state budget and investments, in- 
come of the population and standards of 
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living, and national income. Results of 
the 1959 plan, the plan for 1960, and 
targets for 1965 are given in an appendix. 
Most of the data contained in nearly 150 
tables are derived from official Czecho- 
slovak sources, with the rest coming pri- 
marily from UN publications; in some 
cases the author fills the gaps by clearly 
labeled and properly qualified estimates of 
his own. The over-all conclusion pre- 
sented in a brief summary section is that 
the Czechoslovak per capita income was 
growing over the 1948-57 period approxi- 
mately at the same rate as the per capita 
income of Austria, West Germany, and 
France, and substantially faster than the 
per capita income of the United States 
and Britain. Yet in order to achieve these 
results, “‘a much greater input of both 
labor and fixed capital assets was needed 
by Czechoslovakia during the period un- 
der study.” 

As the reader may have gleaned from 
the listing of the chapter headings, the 
title and the subtitle of the book do not 
adequately describe its contents. The 
author does not present a systematic dis- 
cussion of the Czechoslovak planning sys- 
tem and of the ways in which it affects 
the rate of growth of the economy. He is 
interested in statistically measurable re- 
sults rather than in the mode of operation. 
This is, obviously enough, not only an ex- 
tremely important subject, but also a 
man-sized job, and the author certainly 
owes us no apology for concentrating on 
it. His opening statement that “the stress 
is placed on statistical tables rather than 
on text” (p. 4) is fortunately much too 
modest. We find in the book a useful dis- 
cussion of the peculiarities of Soviet-style 
statistics which tend to result in an up- 
ward bias of the official index of Czecho- 
slovak industrial production, on the one 


hand, and in understatement of the share 
of investment in the national income, on 
the other. Moreover, the chapters dealing 
with foreign trade and investment contain 
perceptive comments on massive ineffi- 
ciencies in resource allocation. 

Yet the value of these observations 
would be enhanced and the final conclu- 
sions would gain in strength if the author 
had been willing to push his analysis a 
few steps further. Were the distortions in 
investment policy avoidable mistakes due 
to lack of experience or inevitable conse- 
quences of the centralized planning 4 la 
russe? Can Czechoslovak prices which are 
(in the author’s words) highly “artificial” 
provide halfway meaningful weights for 
an index of production comparable with 
Western indexes whose price weights are 
less imperfect? A case for the affirmative 
answer to this question was repeatedly 
made in Western discussion of Soviet sta- 
tistics; it would bear a brief restatement 
in Mr. Michal’s study. One might wish, 
finally, that the author had elaborated a 
bit on his remark that “in every indus- 
trially mature economy [it becomes] more 
and more difficult to maintain the pace 
of growth” (p. 55) —a statement which 
raises a host of controversial issues and is 
(when couched in such broad terms) of 
limited explanatory value. For instance, 
the fact that Czechoslovakia showed a 
lower rate of industrial growth than Po- 
land and the Soviet Union and the fact 
that this difference was particularly pro- 
nounced in the early years of the period 
under review (p. 36, table) could be 
plausibly explained not so much by the 
(undeniably) greater economic maturity, 
as by a comparatively smaller degree of 
wartime dislocation and partial destruc- 
tion in the Czechoslovak economy and 
consequently by lesser opportunity for 
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spectacular output increases as a result of 
relatively modest bottleneck-breaking in- 
vestments. Yet neither these reservations 
nor any other criticisms of a similar kind 
that could be made should detract from 
our appreciation of the painstaking care 
and high competence which went into the 
collection and statistical interpretation of 
the primary data contained in the book. 
It may bring less than it promises; but it 
does bring a lot. 

ALEXANDER ERLICH 


Columbia University 


Import Liberalization and Employment: The 
Effects of Unilateral Reductions in United 
States Import Barriers. By Walter S. Salant 
and Beatrice N. Vaccara (Washington: 
Brookings, 1961. Pp. xix, 388. $6.75) 


Students of international economics 
know well that it is easier to speculate 
about short-run responses of the economy 
than to gauge them quantitatively. If we 
consider numerous brave but fruitless at- 
tempts to apply in this field modern theo- 
retical schemata, the book under review 
stands out as a praiseworthy achievement. 

The study may be conveniently evalu- 
ated as a contribution to method, to 
knowledge, and to policy discussion. 

From the first standpoint, it is not 
merely sound methodologically, but may 
be regarded as a model worthy of imita- 
tation. Although the authors examine a 
part of complex repercussions of an import 
expansion, the over-all approach provides 
a good case study of tracing and estimat- 
ing quantitatively the effects of similar 
disturbances. The empirical findings are 
offered after a clear statement of the prob- 
lem, a review of the underlying frame of 
reference (Keynesian-general equilibrium 
approach in this case), and a careful — 
almost painstaking — review of the as- 
sumptions underlying the calculation and 
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interpretation of indexes. In_ several 
instances, purely theoretical concepts are 
transformed into operational ones; thus, 
the marginal propensity to consume is 
transformed into a narrower and meas- 
urable “merchandise reflection ratio,” the 
change in spending on merchandise im- 
ports and their shipment as a direct and 
indirect result of a $1 change in export 
earnings. These methodological virtues 
will be of special interest to professional 
economists. The authors cleverly rele- 
gated much of the technical background 
to four chapters starred “for economists 
only.” 

From the second standpoint, the mono- 
graph’s empirical findings, based on sound 
foundations as indicated, constitute a con- 
tribution to knowledge of our economic 
system. The study offers estimates of the 
effects on the level of employment in the 
United States that might be expected if 
the United States made a unilateral re- 
duction in the tariffs or other barriers to 
imports. 

Here are some interesting findings. The 
net short-run effect of import liberaliza- 
tion (i.e., the combined effect of displaced 
domestic production and of the direct 
stimulus to employment) is to decrease 
employment in all but 2 out of 72 cases. 
The median net change in employment 
per million-dollar increase in imports is a 
decrease of only 86 employees. In 65 of 
the 72 cases, this net decrease exceeded 30 
employees; and in the majority of cases, 
employment declined between 30 and 110 
employees. 

While these and similar estimates are 
valuable in their own right, in addition, 
they enhance our understanding of the 
responsiveness of our economy to disturb- 
ances of this type. The available verifica- 
tions of the income mechanism of 
adjustment on an aggregate or macro 
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level have severe limitations. The dem- 
onstrated possibility of meaningful em- 
pirical results on a sectoral level opens 
new horizons for useful research. 

Lastly, as a contribution to the discus- 
sion of our tariff policy, the study, para- 
doxically, levels a blow at the protectionist 
camp. Hardly anyone would deny that 
import liberalization tends to depress the 
demand for, and hence, the remuneration 
and/or employment of, workers producing 
import substitutes. The study clearly con- 
firms this conjecture. But at the same 
time, it demonstrates that the magnitude 
of this ill effect has been greatly exagger- 
ated by special interest groups. 

This is evident from the authors’ review, 
in a broader perspective, of their own 
findings. It is indicated, for example, that 
a diversified increase of imports of $1 
billion (about one-eleventh of total duti- 
able imports in 1959) would cause a net 
decrease of 86,000 employees (about one- 
eighth of 1 percent of civilian employment 
in 1959). This would be less than one- 
twentieth of the smallest cyclical decrease 
in employment that has occurred in any 
of the recessions since World War II. This 
supplanting of conjectures by meaningful 
estimates weakens the short-run objections 
to freer trade. 

The free trader and the protectionist will 
agree, however, that an even more signif- 
icant contribution of the authors is that 
they show how their method could be used 
to discriminate between the effects of 
import-liberalizing policies intended to 
achieve alternative policy objectives. It is 
shown that different sets of industries (and 
the corresponding employment repercus- 
sions) will be involved when the objective 
of tariff liberalization is the reduction of 
the highest tariffs, or maximization of net 
foreign dollar earnings, or maximization 
of net foreign earnings in 2ll currencies, 


or maximization of net foreign earnings in 
all currencies of underdeveloped countries, 
or maximization of United States exports. 
Consequently, these policies are usually 
partly inconsistent with each other. The 
authors suggest how the achievement of 
any specific objective could be rationalized 
on the basis of proper estimates so that a 
decision could be made with some knowl- 
edge of opportunity cost of not maximiz- 
ing other objectives. 

It is frustrating to the reviewer to be 
unable to attack the authors on their 
chosen battlefield. It might be pointed 
out, nonetheless, that their treatment of 
the element of time (i.e., of the process of 
dynamic adjustment) is not entirely satis- 
factory. Much of the discussion is in terms 
of the “short run”; yet it would be useful 
to know the cumulative effects from 
month to month. We should next expand 
our knowledge of the speed of adjustment, 
i.e., of the dynamic aspect of such disturb- 
ances as import liberalization. 

To conclude, the study will be of great 
value to scholars, students, and policy- 
makers because it is an important contri- 
bution to method and knowledge. As such, 
it opens new frontiers for theoretical and 
empirical research. 

Viapimir N. BANDERA 


Boston College 


Doctors, Patients, and Health Insurance. By 
Herman M. and Anne R. Somers (Washing- 
ton: Brookings, 1961. Pp. ix, 576. $7.50) 
Social scientists are displaying a grow- 
ing interest in two major “industries” in 
the American economy — the provision of 
education, and medical care. In both 
instances, of course, there is a long history 
of the application of the social sciences, 
but the current activity is more widespread 
and is attracting scholars (particularly 
economists) not generally identified with 
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education and medical care. The concern 
with economic development, for example, 
appears to have generated among econo- 
mists an approach to education as invest- 
ment in human capital. Apart from 
humanitarian considerations, the interest 
of economists in medical care problems 
seems to have been piqued by the 
knowledge that an increasing proportion 
of national resources is being devoted to 
this purpose and by the issues raised when 
an important segment of the economy has 
to adjust to a rapid rate of scientific and 
institutional change. 

There almost certainly will be a con- 
tinuing extension of attempts to apply the 
techniques of the “industry study” to both 
of these areas, particularly the medical in- 
dustry. Economists interested in medical 
economics will find in Herman and Anne 
Somers’ book a rich mine of information 
and analysis together with stimulating and 
suggestive discussions of many subjects of 
potential research interest. In no other 
single source is there anything like the 
breadth of coverage of current develop- 
ments in the field along with the relevant 
historical perspective and a spotlighting of 
basic issues. 

The Somerses identify the “analytical 
design” of their study as a framework of 
a “demand and supply structure.” To this 
reviewer, the overriding theme that 
emerges is a continuous emphasis on. the 
impact of a changing “technology” that is 
altering the methods of production, the 
scale of the optimum production unit, and 
the personal and institutional relations 
among the suppliers of medical care (de- 
fined to include doctors, hospitals, and the 
drug industry). At the same time the 
demand side of the market is being trans- 
formed as a result of rising incomes, 
changes in financing mechanisms, and a 
tide of rising expectations summed up by 
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the description of good-quality medical 
care as a “civic right.” 

The book is divided into seven major 
parts. The first deals with the paradox of 
the simultaneous existence of an unparal- 
leled level of medical accomplishment and 
a large-scale dissatisfaction with various 
medical institutions. The second part out- 
lines the technological revolution in medi- 
cine and its impact on the supply side of 
the market. 

In Parts Three and Four the authors 
turn from the supplier to the consumer 
side of the market. Three chapters deal 
with the over-all dimensions of demand 
and the changing patterns of utilization of 
the various types of services resulting from 
demographic changes and new techniques. 
These are followed by a review of price 
and cost trends and of activities of the 
“third parties” operating in the market — 
insurance agencies, government, employ- 
ers, and unions. 

Part Five is a comprehensive survey of 
the programs, problems, and prospects of 
the several major varieties of private 
health insurance in existence. Part Six 
discusses the changing doctor-patient rela- 
tionship and Part Seven presents the sum- 
mary and conclusions. 

In the opinion of this reviewer, the 
heart of the book and its strongest section 
is the review and evaluation of private 
health insurance in Part Five. This part 
accounts for about 40 percent of the total 
length of the book. It describes each major 
type of organization (private insurers, the 
“Blues,” and the independents) in terms 
of their legal status and public regulation, 
their methods of operation and adminis- 
trative costs, and the types of programs 
offered. The descriptions conclude with 
an evaluation of past experience and 
future prospects. This material is followed 
by an analysis of the “enrollment gap” 
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and of what might be called the “cover- 
age gap” — that part of costs not covered 
by insurance. This leads to the key issue 
of controlling cost and quality and the 
section is brought to a close with an ex- 
cellent chapter on the special problem of 
the aged. It will be a long time before this 
analysis of private health insurance will 
be superseded. 

Part Two on the technological revolu- 
tion in medicine accounts for another 20 
percent of the book and ranks next in 
quality. This is as good a survey as is 
available of the changing methods of prac- 
tice and remuneration among doctors, the 
growth of paramedical personnel, the shift 
in the locus of care to the hospital, and 
the increasingly important and somewhat 
ambiguous role of the drug manufacturers 
in the medical care complex. The authors 
are on firm ground in titling the conclud- 
ing chapter of this part “Organization: 
The Perilous Imperative.” 

In some parts of these chapters as well 
as in the chapters on the medical mar- 
ket there is a tendency to stress cover- 
age in breadth rather than in depth with 
the result that the reader, particularly the 
economist, will find promising approaches 
sometimes left undeveloped. This is 
hardly surprising in view of the ambitious 
scope of the book. 

In my opinion, the least satisfactory part 
of the book is the section on the changing 
doctor-patient relationship. This includes 
a chapter criticizing the stereotype of the 
“traditional” relationship prominent in the 
public relations literature of the profession. 
As their positive contribution, the 
Somerses outline an “educational” doctor- 
patient relationship buttressed by institu- 
tional supports, largely in a group-practice, 
prepayment-plan framework. It is im- 
portant to realize that the second picture 
is as much a public relations stereotype as 


the first and may be even more difficult 
of realization on a substantial scale. 

The Somerses’ conclusions with regard 
to such questions as increasing the supply 
of physicians, organizing physician serv- 
ices, and rationalizing institutional facili- 
ties are detailed and, in general, familiar. 
Although they include recommendations 
for substantially increased governmental 
activity in most areas of concern, they are, 
on balance, conservative in nature. If this 
seems paradoxical, perhaps it can be ex- 
plained by saying that they recognize the 
existence of a large class of problems not 
soluble except by increased government 
participation and regulation but that they 
see “private insurance retaining the central 
and dominant role within a pluralistic 
system” (p. 519). They appear to be con- 
tent to accept some possible increases in 
cost and administrative inefficiency to 
preserve the virtues of flexibility and ex- 
perimentation in the private system. In 
an important sense, the numerous recom- 
mendations for “new patterns of public- 
private relationships” are lent force by the 
typically judicious tone of most of the 
discussion. 

JosepH W. GarBaRINO 


University of California (Berkeley) 


Antitrust in the Motion Picture Industry. By 
Michael Conant (Berkeley and Los Angeles: 
University of California Press, 1961. Pp. xviii, 
240. $5.50) 


Broadcast Regulation and Joint Ownership of 
Media. By Harvey J. Levin (New York: New 
York University Press, 1960. Pp. xviii, 219. 
$4.50) 

Books on the economics of communica- 
tions media are so rare that when they do 
appear the reviewer is tempted to greet 
them with undiscriminating warmth. This 
thought led to a miniature research proj- 
ect. Hunch: That books on communica- 
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tions are fewer than those on transporta- 
tion. Procedure: Content analysis of titles 
of full-length articles in the American 
Economic Review, the Quarterly Journal 
of Economics, and the Journal of Political 
Economy for the two postwar decades, 
1920-29 and 1946-55. Results: Of the 
768 articles published in the twenties, 5.2 
percent were concerned with transpor- 
tation and 0.9. percent with communi- 
cations media (including postal service). 
Of the 913 articles published in the decade 
following World War II, 1.5 percent were 
concerned with transportation and 0.3 
percent with communications media. The 
absolute numbers of articles on trans- 
portation and communication were sub- 
stantially smaller in the second than in the 
first decade, despite the larger total num- 
ber of articles. Curiously, articles on 
transportation and articles on communica- 
tion decreased at about the same rate (to 
percentages about one-third as large in the 
second as in the first decade), and in both 
decades the percentage devoted to com- 
munications was about one-fifth the per- 
centage devoted to transportation. This 
raises further questions: Why should the 
allocation of economists’ attention to 
transportation and communication be de- 
clining? Why should communications 
economics receive so much less attention 
than transportation economics? 

Whatever other explanations may be 
offered for the discrimination against com- 
munications economics, it cannot be said 
to rest on differences in the national in- 
come significance of the two sectors. A 
quick check provides two comparisons. 
Even without trying to identify the na- 
tional income contribution of the Post 
Office, the communications sector (tele- 
phone and telegraph, radio and _tele- 
vision, motion pictures, printing and pub- 
lishing) contributed 3.58 percent of 
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national income and accounted for 3.17 
percent of full-time equivalent employees 
in 1959. The comparable figures for 
transportation (railroads, local and high- 
way passenger transportation, highway 
freight and warehousing, air transpor- 
tation, water transportation and pipelines) 
were 4.09 percent and 3.94 percent. 

In this context, Michael Conant’s Anti- 
trust in the Motion Picture Industry ap- 
pears as an uncommonly competent study 
of the tangled history of monopoly and 
antitrust policy in the theatrical motion 
picture business. It is the first compre- 
hensive treatment of the subject since Mae 
Huettig’s study 16 years earlier. As such, 
it analyzes the mass of leading litigation 
involving the Paramount case (1948), the 
Jackson Park litigation, and relates the 
recent developments to the whole history 
of the industry. The author’s purpose was 
to “analyze and evaluate the impact of 
antitrust actions on the structure, behavior 
and performance of an industry” (p. vii). 
In doing so, he tends to follow the pattern 
of Nicholls’ earlier study of the cigarette 
industry and Kaysen’s study of the shoe 
machinery industry. And it must be said 
that the enormous effort involved is re- 
flected in a highly readable and painstak- 
ing book. 

It is perhaps unfair to criticize an other- 
wise excellent book for what its author did 
not undertake to do. But the book has 
weaknesses arising from its defined scope. 
Thus, in dealing with the theatrical mo- 
tion picture industry, the author ignores 
the fact that in the past decade a new 
non-theatrical motion picture industry of 
perhaps comparable size has arisen — de- 
voted to the production of film for tele- 
vision. All of the major production facili- 
ties and corporations formerly devoted to 
production of theatrical film are now 
largely involved in producing for televi- 
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sion. TV networks and new producers 
have entered into film production. Anti- 
trust problems have been generated in that 
area, too, which are interrelated with 
those the author has selected for his study. 
Inadequate consideration of the rivalry of 
TV and motion picture theaters leads to 
oversimplification of the analysis of the 
effects of the antitrust decrees. Thus, the 
author seems not to recognize that the 
greatly increased competitive striving of 
theaters for films in the 1950’s arose per- 
haps not principally from the antitrust 
actions, but from the transfer of audiences 
and formula-type entertainment from the 
theaters to the home TV sets. It is in this 
context that Pay-TV makes a powerful 
appeal to film producers while threatening 
film exhibitors with further inroads on 
their market. Yet Conant does not men- 
tion Pay-TV at all. 

Minor criticism is even more difficult to 
indulge in when the marginal produc- 
tivity of economists in communications 
studies is so high. But one notes an occa- 
sional careless touch. The omission of 
Robert A. Brady’s thoughtful analysis of 
monopoly factors in the industry (Annals 
of the American Academy of Political and 
Social Science, November, 1947, pp. 125- 
36) from consideration and even from the 
bibliography is curious and unfortunate. 

Harvey J. Levin’s book, Broadcast Regu- 
lation and Joint Ownership of Media, is 
a study of common ownership of broad- 
cast stations (both radio and TV), of 
newspapers and of both motion picture 
producing and exhibiting enterprises. He 
contributes the results of valuable research 
on the history of newspaper owners’ atti- 
tudes toward the rivalry of the new elec- 
tronic media and on factors affecting the 
level of radio, movie, and newspaper rev- 
enues (by multiple correlation analysis). 
He argues effectively for tightening the 


FCC procedures on transfers and renewal 
of licenses to create a more consistent 
policy on diversification of ownership of 
broadcast stations. 

His analysis of the factors entering into 
broadcast licensing policy in regard to 
diversification, however, suffers from a 
failure to cope with the assumptions and 
preconceptions as to the functions of 
broadcasting in informing, entertaining, 
and educating the public. Einstein’s warn- 
ing that the atom bomb has changed 
everything except our ways of thinking 
applies with singular force to our com- 
munications policy. The test for this 
policy is ultimately whether the communi- 
cation function is performed in such a way 
as to minimize surprise for the community. 
By this test, the mass media have let us 
down badly in the past 15 years, viz.: the 
fact that we have been so grievously sur- 
prised by the events in Korea, Lebanon, 
Japan, the Congo, Laos, Cuba, and peren- 
nially, Berlin. —The mass media tend, un- 
fortunately, to tell us what they think we 
want to hear. The effects of the resulting 
irrelevance and indifference are perhaps 
not too different from brainwashing. But 
Einstein’s warning was unheeded by 
Levin, whose views of the significance of 
the mass media’s and of the government's 
communication policy are pre-atomic. 
(The same would be said of Conant’s 
book were it not solely oriented to the 
past). Levin’s reasoning is that if mass 
media enterprises are sufficiently profit- 
able, they will be able to withstand “pres- 
sures” and will perform in the public 
interest. The implicit assumption that 
revenues will be used to improve the 
quality of mass media content, by such 
means as reducing stereotypy and ethno- 
centrism, is unwarranted. Before it could 
be accepted, some evidence would be 
needed, for example, that the mass media 





have increased their capacity to teach us 
the folly of war in a nuclear age. One 
would also need some showing that the 
revenues were not being used primarily 
for dividends, for maintenance of elabo- 
rate bureaucracies devoted to market re- 
search for the benefit of the advertising 
and marketing functions in the economy, 
and for the expansion of diversified quasi- 
feudal industrial empires taking advantage 
of capital gains and depreciation tax fea- 
tures. But no such showings are attempted. 
Rather, to take one of many possible 
examples, he says that newspapers have 
increased their advertising volume and 
sought to increase their entertainment 
content, while curtailing news and “seri- 
ous” content (p. 152). Summarizing the 
effect of TV-radio rivalry, he then con- 
cludes that newspapers have been able to 
hold their own, to strengthen the pub- 
lisher’s ability to resist overt pressures, and 
to increase his resources for technical im- 
provements (p. 156). 

Like Conant, Levin has ignored signifi- 
cant features of the particular mass me- 
dium which was not central to his book. 
Thus Levin attributes the trend toward 
more differentiated motion pictures with 
“adult” appeal in the past decade entirely 
to the rivalry of TV, while the antitrust 
decrees are never mentioned. The movie 
“code” is treated as a wise and necessary 
response to pressure groups’ threats to the 
financial security of the industry, rather 
than (in Conant’s terms) as at least in 
part a device to protect indirectly the 
monopoly positions of the large integrated 
enterprises with their rosters of stars. 

Stylistically, the Levin book makes diffi- 
cult reading. In part this seems due to 
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careless and repetitive writing. For in- 
stance, among a number of different 
statements of the purpose of the book, the 
Introduction presents a concept that “pro- 
competitive,- corrective and protective 
functions” of a regulatory agency may be 
distinguished and implies that the book is 
devoted to analysis of broadcast regulation 
in these terms; it is not. Not until after 
41 pages is diversification policy seen to 
be the core of the book. There are minor 
technical defects which also impair it. 
Thus, Table 7 appears to deal with aver- 
age annual growth in radio broadcasting. 
Its column headings speak of ratios of 
radio families to total families and of radio 
sets to total families. But whether the 
data shown are percentages of ratios or 
ratio points is not indicated. The time 
series graph on page 111 has no years. 
Finally, one statement of fact is erroneous. 
Levin says (p. 2) that the Communica- 
tions Act of 1934 “directs” the Federal 
Communications Commission to leave 
competition where it finds it and to re- 
frain from any direct regulation of profits 
either to protect the industry or to safe- 
guard the public. It does neither of these 
things, though the statement may aptly 
describe FCC policy between 1952 and 
1960. 

In an area of research where contribu- 
tions are so scarce, however, Levin’s book 
should provoke others to explore some of 
the issues of policy which he raises. And 
while diversification of broadcast station 
ownership is not a sufficient cause of per- 
formance in the public interest, it is cer- 
tainly a contributing cause. 

Da.ias W. SMYTHE 


University of Illinois 
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